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HONG KONG: CHART 1 


HK$/US$ EXCHANGE RATE AND INTEREST RATE DIFFERENTIALS 
October 17th. 1983— January 31st. 1984 (Daily data) 
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HONG KONG 
THE OPERATION OF THE NEW EXCHANGE RATE MECHANISM 


When the new system for issuing Hong Kong dollar banknotes was implemented 
from Monday, October 17th 1983 there was a widespread lack of understanding about how 
the scheme would operate to stabilise the exchange rate for the Hong Kong currency, and 
consequently a high degree of scepticism that the new official exchange rate of HK$7.80 
per US dollar could be maintained for very long. Also, because the HK$7.80 rate was 
considerably above the market rates of 8.30-40 that had been prevalent on Friday, 
October 14th, the implementation of the new scheme seemed to provide a heaven-sent 
opportunity to sell Hong Kong dollars and obtain US dollars while the new parity lasted. 
Now that the scheme has been in operation for several months and the sceptics who sold 
Hong Kong dollars in October have been confounded, it is appropriate to explain why the 
system is so resilient, and to examine the operation of the scheme with respect to (a) the 
behaviour of interest rates in the Hong Kong dollar money market, (b) the behaviour of 
the money supply since the implementation of the new scheme, and (c) the likely 
behaviour of the monetary and other nominal variables under alternative assumptions 
about the real economy. 


(a) The Behaviour of Interest Rates under the New Mechanism 


The monetary arrangements set up in October 1983 established a fixed parity 
between the Certificates of Indebtedness issued to the note-issuing banks as cover for 
their banknote issue, and the US dollar. Effectively this means that units of Hong Kong's 
monetary base are simply different denominations of the US dollar, because the 
government guarantees their convertibility into US dollars at the fixed price. As long as 
the authorities have sufficient foreign currency reserves to cover the entire HK$ note 
issue, convertibility is assured. 


Given the equivalence of Hong Kong dollars and US dollars at the official parity - 
and this depends on the assumption that the parity will not be altered - lenders and 
borrowers of credit in these two currencies ought to be indifferent between the two. 
Lenders will therefore try to lend in the currency offering higher interest rates, and 
borrowers will try to borrow in the currency offering lower interest rates. Also, 
arbitrageurs will borrow in the country with lower rates and lend in the country with 
higher rates. By these processes money market interest rates for various maturities in 
each country will tend to equality in the long term. In the short term, two sets of 
factors can interfere with the equality of interest rates: short term balance of payments 
disequilibria and short-term variations in the supply and demand for credit. In the long 
term the mechanism is self-correcting so that interest rate differentials will be 
eliminated, but in the short term both can produce significant interest rate differentials, 
particularly for short term interest rates. 


As a way of studying the recent experience of Hong Kong since the introduction of 
a fixed parity for Certificates of Indebtedness (i.e. HKS banknotes at one remove), it is 
useful to consider the case of (a) an overall balance of payments deficit due to capital 
outflows, and (b) a reduction in the supply of credit or loanable funds due to large scale 
conversions of deposits into currency by the non-bank public. (See Box on pp. 4-5.) 
These correspond to the two "tests" to which the classical gold standard was subject, 
namely the external drain and the internal drain. 
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HOW THE SELF- CORRECTING MECHANISM OPERATES UNDER 
THE NEW SCHEME 


THE EXTERNAL DRAIN 


(1) 


An external drain occurs when there is a widespread conversion of Hong Kong 
dollars (deposits or currency) into foreign currency associated with an overall 
balance of payments deficit. To simplify we shall follow the process through the 
books of the banks for a single transaction representing total net outflows. 


Suppose that Customer X with substantial HK$ deposits at Bank A sells HK$ for 
USS, and that the HK$ are purchased by Customer Y, who maintains his account 
at Bank B. Customer X's HK$ account is debited and he receives a USS draft (or 
credit to a US$ account) equivalent to the HK$ amount sold at the free market 
rate of exchange, less any commissions or other charges. Initially the HK$ funds 
are transferred from Customer X's account to the clearing account of Bank A, 
and a cheque drawn on that account is issued to Bank B. 


To settle, Bank A's clearing account is debited and Bank B's clearing account is 
credited, and subsequently Customer Y's account at Bank B is credited in HKS. 


For the banking system as a whole there is at this point no change in the quantity 
of HKS deposits, but the increased demand for HK$ or the downward shift in 
demand for HK$ relative to US$ evident in the sale of HK$ for USS, will have 
pushed the free market rate for HK$ away from the 7.80 parity towards 7.81, 
7.82 or 7.83. Depending on the relative demand for HK$ and USS and therefore 
how far the HK$ falls against the USS, there will at some stage be an incentive 
for banks with HKS cash currency balances to sell US$ for HK$ at the free 
market rate (say 7.8350), and then take HKS banknotes to the note-issuing banks 
for redemption by the Exchange fund at the official rate of 7.80, pocketing the 
difference between the market rate and the official rate (i.e. HK$0.035 or 3 1/2 
cents per USS). 


The sale of HK$ banknotes to the Exchange Fund reduces the amount of HK$ 
cash currency in the system, and makes it likely that one or more other banks 
will be short of cash currency or short term liquid funds relative to their deposit 
liabilities. To alleviate this shortage and ensure they have funds readily 
available, these banks will initially borrow short-term HK$ funds in the overnight 
market to top up their clearing accounts (or they must sell US$ to the Exchange 
Fund to obtain HKS cash). The new borrowing in the HK$ overnight market will 
drive up HKS interest rates, and through arbitrage in the local money market 
(borrowing longer term to lend at short term) and in the forward foreign 
exchange market (borrowing USS funds to lend in HK$), the rise in overnight 
rates will be transmitted to the whole spectrum of interest rates in Hong Kong. 


Higher interest rates in Hong Kong will reduce the amount of profitable lending 
opportunities for banks, this will slow down credit-creation, and as a result 
deposit growth will slow down. In this way the money supply declines or slows 
down in the aftermath of a net balance of payments deficit or external drain. 
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THE INTERNAL DRAIN 


(1) 


An internal drain occurs when there is a widespread conversion by bank 
customers of HK$ deposits to HK$ cash currency. This could occur for purely 
seasonal reasons (e.g. at Christmas or at Chinese New Year), or because of a run 
on a bank, or in the case of a generalised banking panic. 


The withdrawal of deposits in the form of cash causes an equal depletion of both 
bank deposits and banks' cash balances. This will adversely affect banks' previous 
cash-to-deposit ratios; alternatively banks' loans and investments will have risen 
in relation to their deposits. Banks will now seek to restore their cash-to-deposit 
ratios, and they will be more reluctant to make new loans. 


To restore their HK$ cash positions, banks must sell USS to the Exchange Fund 
and obtain HK$ banknotes. If they do not have free USS balances the banks will 
have to bid for them in the free market, and this will tend to raise the value of 
the HK$ relative to the USS. 


Meanwhile the shortage of HK$ cash in bank portfolios will induce in some banks 
the same response as in the case of the external drain: an upward shift in demand 
for overnight interbank funds to replace the reduction in loanable funds, and a 
consequent rise in interbank interest rates. By the same mechanisms as in the 
external drain, these higher rates will be transmitted to the whole spectrum of 
interest rates in Hong Kong. 


As in the case of the external drain higher interest rates will lead to less credit- 
creation and slower monetary growth. In this way an internal drain produces a 
contractionary or deflationary effect on the monetary system. 
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The new Hong Kong monetary system which was launched on October 17th 1983 has 
already been "tested" by both types of drain, and in each case the disruption or 
disequilibrium has been overcome within a few days. This is a tribute both to the 
underlying strength of the new mechanism, and to the efficiency of Hong Kong's money 
and foreign exchange markets. 


An example of the external drain occurred immediately after the new scheme was 
implemented. Since the free market exchange rate for the US dollar had been around 
HK$8.30-40 in the few days preceding the setting of the new parity at HK$7.80, and 
since there was almost universal scepticism that the government could fix the exchange 
rate at any level and hold it there in the face of huge capital outflows, the new rate of 
HK$7.80 seemed like a splendid opportunity to cash in Hong Kong dollars and obtain US 
dollars at a particularly favourable rate (which surely would not last ...... ya 
Consequently there was considerable selling of Hong Kong dollars, so that although the 
leading banks had started out with quotations of HK$7.7950-7.8050, the free market rate 
soon tumbled to around HK$7.95. As explained in the Box (p. 4) this induced some banks 
to redeem HKS cash currency, while others, wary of their liquidity positions as their 
deposits were run down, had to borrow short term funds in the HKS money market, 
pushing short term interest rates up sharply (see Chart 1). At one stage overnight rates 
hit 42%. One month deposit rates went to 25% or thereabouts, while 3-month deposit 
rates rose to almost 20%. As shown in the chart, however, it took only 4 or 5 trading 
days for HKS interest rates in the overnight markets to return to the same level as 
overnight Eurodollar rates, and within 10 trading days Hong Kong dollar overnight rates 
were substantially below equivalent Eurodollar rates. Basically the attraction of interest 
rates in excess of 20% in a currency which was now fixed to and therefore equivalent to 
US dollars was too good an opportunity to miss, so those who understood the new 
mechanism borrowed Eurodollars to lend in Hong Kong, thus helping to bring the HK$ 
exchange rate back towards parity and reducing the interest rate differential in the two 
currencies. 


The next significant episode - at Christmas time - provided a clear example of the 
mechanism of the internal drain at work. Chart | shows how first of all overnight rates 
began to rise as deposits were converted to cash currency ahead of the 4-day Christmas 
holiday. The rise in HKS interest rates led to a strengthening of the Hong Kong dollar 
against the US dollar, and a decisive move from below parity to above parity. Basically 
what was happening was that the total money supply remained unchanged, but its 
composition changed so that cash currency increased by approximately HK$920 million in 
the week ending December 24th. This implied an increase of about 7% in the cash 
currency held by the non-bank public, and a correspondingly smaller percentage decrease 
in the total volume of HK$ deposits. Since the supply of loanable funds was reduced, 
interest rates had to rise to restore equilibrium in the credit markets. This time 
overnight interest rates peaked at just over 30% but term rates did not rise nearly so 
high. Immediately after Christmas and New Year the demand for HK$ cash currency 
subsided, the supply of loanable funds was increased, and the upward pressure on interest 
rates in the money markets relaxed, so that the free market exchange rate for Hong 
Kong dollars returned from a premium to parity, to a level very close to the parity (see 
Chart 1). Once again longer term deposit interest rates gradually returned to the levels 
of US interest rates. 


To summarise, the new Hong Kong monetary arrangements have now been put to 
the test of both an external drain and an internal drain. In a purely technical sense there 
is no other "test" to which the system can be subjected. In the event of a capital flight, 
Hong Kong will see a repeat of the October episode; in the event of a conversion of HK$ 
deposits into HK$ currency Hong Kong will see a repeat of the Christmas and New Year 
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episode. In practical terms, however, the severity of future episodes in each case could 
be significantly greater, particularly in the case of a run on one or more banks. While 
this would raise short-term interest rates further and hence increase the incentives for 
banks and other arbitrageurs to bring funds in and restore equilibrium, it could also 
expose the system to fears that claims on the Hong Kong banks were not safe. A 
prolonged episode of this kind would severely test the adaptive capacity of the Hong 
Kong economy to deflationary conditions. It is essential if the automatic mechanism is 
to work well in the future 


(i) that market participants be 100% convinced that the government has no 
intention whatsoever of changing the fixed parity, 


(ii) that international capital flows continue to be allowed complete freedom of 
movement, and 


(iii) that claims on Hong Kong banks continue to be regarded as reasonably secure . 


Widespread doubt on any of these scores could be fatal to the operation of the self- 
correcting mechanism. 


From this standpoint it was a pity that the Financial Secretary indicated at the 
press conference following the announcement of the new scheme on October 15th that 
there was some possibility of the exchange rate being revalued upwards against the USS, 
but not downwards, and that if the US$ became volatile there was a possibility of 
switching the fixed parity from the US$ to a basket of currencies. Comforting though it 
might have seemed at the time to have said this, it has proved more destabilising than 
stabilising to the foreign exchange and money markets. In particular, from late January 
1984 there was a growing and widely held expectation that in the 1984 Budget Speech 
scheduled for 29th February the Financial Secretary would announce some upward 
revaluation. As a result there was a flood of 'hot money! deposited in Hong Kong during 
January and February. (Actually, this is metaphorical language. What really happened 
was that the demand for Hong Kong dollars was such that even with HKS interest rates 
substantially lower than equivalent US$ rates, the Hong Kong dollar remained firmly at 
parity, and the low level of interest rates in Hong Kong - if continued - would have been 
consistent with increased bank lending and hence a faster growth of the money supply.) 
This kind of instability in interest rates is quite unnecessary, and insofar as it is a direct 
result of misplaced expectations it would be desirable for the authorities to reaffirm 
their official policy not to alter the fixed parity, and perhaps even to emphasise that 
since the Hong Kong dollar parity does not require official intervention to support it, 
there can be no close parallel drawn between central bankers who make such assertions 
only to have to give way to the pressure of market forces, and the Hong Kong situation 
where the parity is itself maintained by market forces. 


Aside from uncertainty about the future official parity of the Hong Kong dollar, 
the remaining factor making for volatility in HK$ interest rates has been the continued 
existence of the Interest Rate Agreement of the Hong Kong Association of Banks 
(HKAB). So long as deposit interest rates for a wide sector of the market continue to 
react insensitively to changes in supply and demand (see AMM Vol. 7 No. 6 p. 25), any 
imbalances must be absorbed by that part of the credit market which is not subject to 
the cartel. The insensitivity of cartel rates to market forces is enhanced by the wide 
margins between deposit interest rates and prime or best lending rates within the 
cartel. These margins are very substantially wider than free market margins, so even 
allowing for the cost of administering small-sized deposits, these margins offer prima 
facie evidence of the inefficiency fostered by the banking cartel. Abolition of the cartel 
would mean not only higher rates for depositors and lower rates for borrowers, but, in all 
probability, more stable interest rates throughout the Hong Kong financial system under 
any given set of circumstances. 
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HONG KONG : CHART 2 
GROWTH OF HK$ M3 AND TOTAL M3 
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expressed in US$ terms the growth rate of the foreign currency component of Total M3 since Dec. 1980 is 67.8%p.a. 


8 January-February 1984 Asian Monetary Monitor 


(b) Monetary Growth under the New Mechanism 


Since the announcement of the Hong Kong dollar stabilisation plan in October last 
year the HK$-denominated money supply (in particular the time deposit component of 
HK$M3) has grown at an extraordinary rate, sometimes by as much as 5% or 6% per 
month. Over the period October-February the annualised growth rate of HK$M3 was 
82.3% p.a. Meanwhile total M3 which includes foreign currency deposits has grown at 
41.0% p.a., with the foreign currency component growing at 3.9% p.a. (See Chart 2.) 


These exceptional monetary growth rates can only be a temporary phenomenon. 
They represent part of the transition process following the currency stabilisation scheme 
to a new, long run equilibrium growth rate for the Hong Kong dollar money supply. In the 
first place the new official parity of HK$7.80 per US dollar almost certainly undervalued 
the Hong Kong dollar, and has helped to generate an exceptionally strong trading 
performance by Hong Kong exporters in the months since the stabilisation scheme was 
implemented. In the period October-February the growth of domestic exports over the 
same period a year earlier was no less than 42.7% in Hong Kong dollar terms. Of this, 
23.1% is due to the depreciation of the Hong Kong currency, which suggests that this 
performance cannot continue beyond next September. But the real key to the strong 
trading performance is competitiveness, which derives from the fact that domestic 
prices have not yet fully reflected the depreciation of the local currency. It is even 
possible that Hong Kong has experienced an overall balance of payments surplus since the 
new currency mechanism settled down, thus enabling the HK$ money supply to grow 
rapidly. If this situation were to persist the rapid growth in Hong Kong's monetary 
aggregates would ultimately be reflected in higher prices in the Hong Kong economy, 
thus eroding the extra competitive edge gained by the sudden depreciation of the 
currency in September/October 1983. Once Hong Kong's international competitiveness 
has returned to "normal" levels the balance of payments will no longer experience the 
surpluses it has (possibly) experienced in recent months, and monetary growth will 
resume a more normal path. 


Second, the resumption of rapid HK$-denominated monetary growth reflects in 
part, we suspect, a statistical quirk produced by the past growth of swap deposits. 
During the period from February 1982 to October 1983 foreign currency deposits at banks 
in Hong Kong were exempt from a 10% withholding tax on interest to which Hong Kong 
dollar deposits were liable. In addition, because small-sized Hong Kong dollar deposits 
were subject to the Interest Rate Agreement of the HKAB, it was profitable for 
depositors to "swap" HK$ deposits into US$ deposits and thus avoid both the interest 
withholding tax and the interest rate ceilings of the HKAB cartel. From a statistical 
point of view it seems that these deposits were reported as foreign currency deposits, 
even though the depositor still ended up holding HKS, and this is part of the explanation 
for the slow growth rate of HK$M3 in the period from early 1982 until October 1983. 
With the abolition of the residual 10% withholding tax on HK$ deposit interest payments, 
and the stabilisation of the HK$/USS exchange rate there is now little incentive to 
switch to US$ deposits, and accordingly many Hong Kong holders of such swap deposits 
have been reported as unwinding their positions. One supporting strand of evidence 
suggesting that the rapid growth of HK$M3 is likely to be a temporary phenomenon is 
that loan demand in Hong Kong remains extremely weak (see Chart 3) so that the 
apparent monetary growth has not been associated with new credit creation. 


This upsurge in HK$M3, however, is probably better viewed as part of the general 
revival of a willingness to hold Hong Kong dollar assets following the currency 
stabilisation scheme. While the exchange rate was still floating, and particularly in 
August and September 1983 there was wholesale dumping of all types of Hong Kong 
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HONG KONG 
CHART 3: MONEY AND CREDIT GROWTH 
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dollar assets - property, businesses, equities and currency. Once the currency was 
stabilised, that whole process gradually went into reverse, and the build-up of HKS- 
denominated money supply can be viewed, from the demand side, as a resumption of the 
public's willingness to hold real money balances in Hong Kong dollars again. From this 
perspective the question to answer is, how far should we expect holders of HK$ money 
balances to wish to restore their holdings of HK$ deposits and currency? If we could 
estimate their required transactions balances for any given past level of income, it might 
be possible to make some kind of estimate, based on current income levels, of the 
amount of money balances we should expect Hong Kong people to hold now that the 
disincentives to holding HK$ balances have been removed. Once Hong Kong dollar 
balances in deposits and currency had returned to these levels we could say that the 
transition period following the implementation of the new exchange rate mechanism was 
nearly over. (It would still be necessary for price levels to adjust to the new level of 


money balances, and only after that adjustment was accomplished could one say that the 
transition was completed.) 


For the long term Hong Kong's monetary growth rate will adjust to whatever is 
consistent with an overall balance of payments equilibrium, which in turn will depend 
upon such factors as the growth rate of the economy, the desired holdings of HK$ money 
balances, and the overall level of prices in Hong Kong. We now turn to a brief 


consideration of these factors under alternative assumptions about the performance of 
the Hong Kong economy. 
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(c) Behaviour of Monetary and Other Variables under Alternative Assumptions about 
the Real Economy 


In two economies whose currencies are linked together by a fixed parity which is’ 
expected to remain fixed at a constant rate, interest rates and price levels must tend to 
equality in the long term in some aggregate sense. This is simply an application of the 
law known as the law of one price which predicts that in any one currency area the prices 
of identical goods and services will tend to equality, allowing only for differences in 
transportation costs. If this holds in a single currency area, it will also be true for two 
currency areas whose currencies are permanently fixed at a rigid parity, because this will 
mean that one currency is essentially a different denomination of the other. This was 
very clear under the gold exchange standard where all major currencies were defined in 
terms of a fixed weight and fineness of gold, but it is equally applicable to fiat 
currencies such as the US$ and the HK$ today. 


However, although this is true for prices (and interest rates are merely a price- the 
price of credit), it is not necessarily true for the quantity of money. For two very 
similar countries with a roughly equal income level and growth rate, and a similar level 
of financial sophistication, it could be true that identical monetary growth rates would 
maintain balance of payments equilibrium in the long run, but for two economies as 
different as Hong Kong and the United States this is most unlikely to be true. In fact the 
rate of growth of the quantity of money in each economy must accommodate the 
possibility of different real growth rates (i.e. differing requirements for transactions 
balances), differing desires for the accumulation of money balances relative to income 
(i.e. different income elasticities of demand for money balances), and yet still produce 
equilibrium in the balance of payments if the fixed parity is to remain intact. 


For ease of exposition we shall consider two alternative scenarios which assume a 
constant growth rate in the United States with (1) a slow-growing or stagnant Hong Kong 
economy or with (2) a rapidly growing and prosperous Hong Kong economy. 


The first scenario assumes a generally pessimistic outlook for Hong Kong after 
1997. Real capital expenditures might be halved, but remain sufficient to maintain and 
expand the existing capital stock, and consequently the economic growth rate could 
gradually decline to a rate of (say) 3.5% p.a., equal to the long term real growth rate of 
the U.S.A. In order to maintain the price level in Hong Kong at a level which is 
consistent with equilibrium in the balance of payments it will be necessary for the money 
supply to grow at roughly the same rate as the money supply in the United States, 
adjusted for the differential demand for money balances in each country. In the early 
phases of such a transformation of the Hong Kong economy there might be considerable 
capital outflows as investment opportunities abroad appeared more favourable than the 
returns available in Hong Kong. If, temporarily, these capital outflows were to produce 
an overall balance of payments deficit and a short-term downturn in Hong Kong's money 
supply, in time the overall price level (including wages) in Hong Kong would adjust to a 
level somewhat lower than overall prices in the U.S.A. This would give Hong Kong 
exporters a competitive advantage, enabling Hong Kong to generate a balance of trade or 
current account surplus sufficient to finance the deficit on capital account. (An 
important question for Hong Kong is how long would this adjustment process take, and 
what would be the interim consequences prior to the current account surplus being 
generated?) 
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The second scenario assumes a generally optimistic outlook for Hong Kong after 
1997. We could assume that capital expenditures would resume their past buoyancy, and 
that consequently the economic growth rate would continue at something close to the 
double digit rates it has achieved in the recent past. In order to maintain the price level 
in Hong Kong at a level consistent with balance of payments equilibrium under these 
circumstances it will be necessary for the quantity of money to grow much more rapidly 
than the money supply in the United States, because not only would transactions 
requirements in Hong Kong be growing much more rapidly, but also one could predict 
from past experience that the growth in demand for money balances was such that an 
additional 3-4% p.a. would be required. Thus, under this kind of scenario and assuming a 
9% real growth rate in Hong Kong and a 5% inflation rate in the United States, Hong 
Kong would require an average money growth rate of around 18% p.a. (9% plus 5% plus 
4%) to maintain rough equality of prices with the U.S.A. 


Under both scenarios the money supply adjusts automatically and without 
government intervention as a consequence of a combination of factors: the balance of 
payments position, the demand for transactions balances and other incremental demand 
for money balances, and the relative inflation rates in Hong Kong and the United 
States. The new monetary system in Hong Kong thus provides a well-tried mechanism 
which is capable of accommodating both buoyant or stagnant economic conditions. 
Because it operates through maintaining balance of payments equilibrium, and because 
Hong Kong is such an open economy, the mechanism will ensure that the monetary 
system adjusts rapidly to the needs of the economy. The strength of the mechanism is 
that it is automatic and impartial to the problems of particular sectors, and it therefore 
avoids the value judgments as between certain types of industry or employee which other 
discretionary mechanisms would almost certainly imply. In the uncertain years that lie 
ahead it is our view that Hong Kong people should have the maximum opportunity to 
arrange their assets and property as they see best. In this sense the new monetary 
system is fully compatible with the preservation of the prosperity and stability of the 
people of Hong Kong. 
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SINGAPORE 
MONETARY CAPITAL FLOWS SUPPORT THE BALANCE OF PAYMENTS 


According to figures recently released by the Ministry of Trade and Industry Singapore 
recorded an overall balance of payments surplus of $$2.24 bn in 1983, not much lower 
than the record surplus of $$2.52 bn recorded in 1982. As this represents the second 
highest balance of payments surplus on record it would appear to contradict recent AMM 
articles (Vol. 7 No. 2, Vol. 7 No. 5) which have suggested that Singapore experienced a 
significant deterioration in its balance of payments in 1983 - due to a fall in capital 
inflows and receipts from services - which was reflected in very slow money growth 
throughout most of last year. 


Although it is true that, in the light of these figures, the balance of payments alone 
cannot adequately explain Singapore's slow rate of money growth in 1983, a closer look at 
the figures reveals that in a fundamental sense the external balance did show a sharp 
deterioration last year. The official view of the balance of payments, as represented in 
the Ministry of Trade and Industry's 'Economic Survey', is that the smaller overall surplus 
was the result of a decline in net capital inflows by about $$1 bn from 1982 - to S$4.3 
bn. This, it is explained, partly reflected the lower requirement for current account 
financing as the current account position improved. However, examination of the 
balance of payments accounts shows that the quoted figure of S$4.3 bn for net capital 
inflows includes capital inflows into both the non-bank and bank sector and also includes 
the balancing item. Thus it is basically the difference between the increase in the 
foreign exchange assets of the monetary authorities and recorded transactions on the 
current account. 


If we look at the three components of non-current account foreign exchange earnings it 
is evident that the sharpest deterioration (of roughly S$2 bn) occurred in the balancing 
item, which fell from +S$560.7 million in 1982 to -S$1,480.5 million in 1983. This is 
significant because it is not at all clear that this should be lumped entirely into the 
capital account. Discrepancies between foreign reserves and recorded external 
transactions can also occur because of trade transactions going unrecorded (perhaps 
because they are of a clandestine nature) and this could be particularly true in 
Singapore's case where trade with Indonesia is not officially recorded. The suggestion 
that the sharp decline in the balancing item could be at least partially the result of a 
deterioration in non-recorded trade transactions could be supported by factors such as 
the 27.6% devaluation of the Rupiah in March of last year - which would have adversely 
affected (legal and illegal) trade with Indonesia - and, for instance, observation of the 
increase in the smuggling of tin from Thailand to Singapore to avoid International Tin 
Council export quotas. 


When we exclude the balancing item, far from decreasin by S$1 bn the balance of 
recorded capital transactions actually increased by SSI bn in 1983 - from $$4.7 bn in 
1982 to S$5.7 bn. Furthermore, net capital inflow into the banks (monetary capital 
inflows) increased by a phenomenal S$2.1 bn - from S$715.9 million to $$2,826 million, 
while the capital inflow into the non-bank sector decreased by S$1.1 bn. A capital inflow 
into the banking sector is defined as an increase in the net foreign liabilities of the 
commercial banks. An increase in commercial banks' net foreign liabilities means that 
the commercial banks incur liabilities to non-resident entities which are matched on the 
assets side of their balance sheets by claims on entities which are resident in Singapore. 
As this is likely to occur as a result of trade transactions this monetary inflow is a much 
closer approximation to that part of capital inflows which purely represents financing of 
the current account deficit than inflows of a long-term and independent nature (and for 
this reason it is counted as a 'below-the-line' item in the formulation of the balance of 
payments accounts of some countries). In Singapore's case this suggests a sharp increase 
in deficit financing in 1983. 


Asian Monetary Monitor January-February 1984 “S 


SINGAPORE 
: MONEY, OUTPUT AND PRICES 


CHART 1 
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SINGAPORE 
CHART 2: NON—TRADE ''BASIC BALANCE" 
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A better idea of the true behaviour of Singapore's balance of payments in 1983 can be 
gleaned by removing monetary capital inflows from the overall balance altogether, and 
arriving at a concept more akin to the basic balance (current account balance plus long- 
term capital inflows). By this measure Singapore experienced its first deficit in 1983 - of 
S$588 million - since 1965, after a surplus of S$1.8 bn in 1982. 


The reason for this marked deterioration in Singapore's 'basic balance’ in 1983 was clearly 
a sharp decline in net earnings from services (invisibles) and the deterioration in non- 
monetary capital inflows referred to above. The balance of services declined from 
S$12.05 bn in 1982 to S$10.62 bn in 1983, by far the largest decline ever in this category 
of foreign exchange earnings. The cause of weakness in invisible earnings can be traced 
to a decline in earnings from shipping services and no growth in net earnings from 
tourism. The balance on non-monetary capital inflows - which includes items such as 
direct investment and portfolio investment - declined from $$4.02 bn in 1982 to $$2.91 
bn in 1983. 


Although Singapore does not publish balance of payments statistics on a monthly basis, a 
good approximation for the monthly behaviour of the aggregate of net receipts from 
services and non-monetary capital inflows can be obtained by subtracting the trade 
balance from the increase in official foreign reserves and the banking sector's net 
external assets, all of which are available monthly. This series, which should differ from 
the sum of the balance on services and non-monetary capital inflows only in so far as 
valuation differences affect official foreign reserves, is illustrated on Chart 2 in the 
form of a three month moving total. The extent of the decline in 'non-trade foreign 
exchange earnings' between October 1982 and October 1983 can be seen clearly from the 
chart. 
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SINGAPORE 


CHART 3: ACUs AND THE MONETARY 
CAPITAL INFLOW 
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SINGAPORE 
CHART 4:ACU CLAIMS ON SINGAPORE BANKS 
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For the year 1983 as a whole Singapore did register an improvement in its trade account, 
the deficit on which narrowed from S$14.59 bn in 1982 to S$12.42 bn. However, this 
improvement can be traced entirely to the last five months of the year. The conclusion 
is that between October 1982 and July 1983 the balance of payments was supported 
almost entirely by capital inflows into the banks. 


In the nine months between October 1982 and July 1983, the net amount due from 
commercial banks in Singapore to banks outside Singapore rose from $$3.80 bn to $$6.31 
bn, representing a capital inflow of $$2.51 bn over this period. By the end of 1983 the 
banking sector's net liability to non-resident banks had risen further, to $$6.70 bn, by far 
its largest net foreign liability position on record. 


If one assumes that Singapore's commercial banks are not going to hold such a large 
liability to non-resident banks forever then, in a certain sense, this phenomenal rise in 
commercial banks! net liability to non-resident banks represents the extent to which the 
deterioration in the basic balance of payments last year was not 'properly financed' in a 
long-term sense. For 'proper financing' of a basic balance deficit to occur, in a managed 
exchange rate regime, the authorities must run down official reserves, inducing a 
monetary squeeze which acts to correct the deficit by attracting long-term capital flows 
and slowing import growth, as well as increasing export competitiveness. If the deficit is 
financed by the commercial banks this only postpones financing until such a time as the 
claims against the banks corresponding to their liabilities are realised by the holders, or 
alternatively, until the net liability is eliminated by a pick-up in exports of goods and 
services, or non-monetary capital inflows. 


In fact, examination of the banking statistics reveals that the increase in net inter-bank 
claims on Singapore banks which corresponds to the increase in the Singaporean banks' 
net external liabilities is almost totally in the hands of Singapore based Asian Currency 
Units. Interbank funds held by Asian Currency Units in Singapore banks exceeded inter- 
bank borrowings from Singapore banks by S$2.30 bn by October 1983. In November 1982 
borrowings exceeded funds held by S$111 million, making the net capital flow from ACUs 
to Singapore banks in the eleven month period S$2.41 bn. (Charts 3 and 4 demonstrate 
the extent of the monetary capital inflow since 1981, and the large inflow during 1983, 
and how this is largely comprised of interbank lending to Singapore Banks by Asian 
Currency Units.) 


Asian Currency Units are separate accounting units of banks and other financial 
institutions in Singapore which were set up to transact in the Asian dollar market. Thus 
their main business is accepting U.S. dollar deposits from non-residents and lending them 
to non-residents in the Asian region. As such they are no different from any other 
offshore banks in that their assets and liabilities are largely US dollars and they operate 
externally to Singapore's monetary system. However, since the complete liberalisation 
of exchange controls in June 1978, ACUs have had greater access to the domestic market 
in that they are able to accept deposits in foreign currencies from Singapore residents 
without any limits or restrictions, and make loans in all foreign currencies to Singapore 
residents without prior exchange control approval. This has obvious balance of payments 
implications in that an ACU could lend US dollars to a corporation resident in Singapore 
to finance an import made by that corporation. 


The current large build-up in ACUs' net claims on domestic Singapore banks is significant 
because prior to December 1982 ACUs always had a net interbank liability to Singapore 
banks i.e. they were net borrowers in the Singapore inter-bank market (see Chart 4). 
Thus, their current position as net depositors of an amount equivalent to $$2.14 bn takes 
on a somewhat ominous tone. 
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There are a number of conceivable reasons why ACUs may lend funds in the Singapore 
inter-bank market - it may constitute a convenient use of funds when Asian dollar 
lending opportunities are weak, or it may represent a switch of funds in the Asian dollar 
market from US dollars to Singapore dollars in anticipation of weakness in the US unit 
(this occurred in 1977/78 when, between October 1977 and April 1978, as the US dollar 
fell sharply ACUs were net lenders to Singapore banks of an amount equivalent to $$1.43 
bn) or ACU lending to a domestic Singapore bank may represent funding for a loan by the 
domestic bank to an importer. Although it is only in this third case that the ACU lending 
would represent direct current account deficit financing, in practice the distinction 
matters little. In all cases a build-up of Singapore domestic banks' net liabilities to 
ACUs implies a build-up in liabilities to offshore entities which are not natural holders of 
Singapore assets, backed by claims on resident entities. Also, corresponding to this 
build-up there must be an increase in the net outstanding US dollar borrowings or short 
US dollar positions of residents (probably initially importers) and/or the net outstanding 
Singapore dollar lending or long Singapore dollar positions of non-residents (probably 
initially exporters). This latter point implies that the monetary capital inflow is less 
likely to turn into an outflow while the US dollar remains on a weakening trend. 


To summarise, the sum of Singapore's net foreign exchange earnings from trade, services 
and non-monetary capital inflows declined sharply in 1983. The balance of payments 
surplus was supported at a high level by a huge increase in monetary capital inflows, in 
particular net inter-bank lending to domestic Singapore banks by Asian Currency Units. 


However, as suggested earlier a decline in Singapore's basic balance of payments cannot 
explain tight liquidity in 1983 while the monetary capital inflow was so large. The 
important balance of payments determinant for the monetary base, and hence money 
supply, is the change in the monetary authorities' net foreign assets and all other things 
being equal an increase in monetary capital inflows will lead to an increase in the 
monetary authorities! net foreign assets just as an increase in any other form of foreign 
exchange earning will. For an explanation of the very slow growth of both MI and M2 
throughout most of 1983 (evident on Charts | and 7) we must look at the government 
component of monetary base growth. 


Unfortunately, although we know that the government's operations have a 

substantial net contractionary influence on the monetary base, it is difficult to establish 
in exact degree because the government's budget does not fully reflect all the relevant 
public sector expenditures and revenues, and the MAS does not publish a detailed balance 
sheet of its own. 


If we consider the budget position alone then the government's fiscal stance appears to 
have been becoming more expansionary over recent years. (The 1983 budget was in a 
deficit of S$2.76 bn, and the recent budget projected a deficit of S$3.92 bn for 1984.) 
However, the budget position of the central government is not at all an accurate 
reflection of the central government's monetary influence as it effectively includes 
certain expenditures undertaken by the major statutory boards (especially the Housing 
and Development Board) but does not fully reflect the revenues of those boards. If we 
take the widest measure of the authorities' fiscal stance - the public sector deficit - then 
this shows a very different magnitude and tendency. The public sector deficit, which 
includes all expenditures and revenues of the seven major statutory boards, showed a 
shortfall of a mere S$49 million in 1983, down from a deficit of $$553 million in 1982. 


However the authorities' major influence on the money supply comes through the 
operation of the forced savings scheme - the Central Provident Fund. With an increase 
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SINGAPORE 
CHART 5: PRICE COMPETITIVENESS 
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in contribution rates from July of 1983 and a rise in the salary ceiling from November, 
the net inflow into the fund rose to $$3.8 bn in 1983, from S$3.5 bn in 1982. Thus, as a 
very rough and ready guide, a simple addition of the public sector deficit and CPF net 
inflow suggests that the authorities' net contractionary influence on the monetary base 
was in the order of S$800 m greater in 1983 than in 1982. 


An analysis of IMF statistics for the balance sheet of the combined monetary authorities 
(MAS and the Board of Commissioners of the Currency) indicates that the monetary base 
was growing at a year-on-year rate of 11.4% in August 1983, down from a peak rate of 
21.2% in November 1982. A breakdown of the contributions to the August year-on-year 

. rate of growth (which is again only a rough guide as certain items which for monetary 
analysis purposes should be included in 'government deposits' are instead included in 
‘other items') suggests a 'government' component of -104.0%, and a ‘foreign assets' 
component of +46.2% with 'other items' contributing the residual +69.2%. 


Hence it can be concluded that, at least in terms of a numerical analysis, the low rate of 
money growth last year was largely a reflection of an increased contractionary influence 
of the government. However, in theory a central bank or monetary authority has it in its 
power to determine its own balance sheet at any time. As it knows the size of treasury 
balances, it can, if it chooses to do so, easily act to offset the government's effect on the 
monetary base by (in this case) buying assets from the private sector. In the case of the 
MAS these assets would be foreign currency as the bulk of the MAS' monetary operations 
are in the form of direct currency intervention or currency swaps. 


In practice the constraint on the MAS acting in this way is its implicit exchange rate 


target. The MAS aims to keep an exchange rate which is basically stable in the short- 
run, but over the last eight years it has tended to gradually appreciate the Singapore 
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SINGAPORE 


CHART 6: NON—TRADE "BASIC BALANCE" 
AND MONEY SUPPLY 
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SINGAPORE 
CHART 7: SEASONALLY ADJUSTED MONEY 
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dollar very much in line with purchasing power parity (Chart 5). This would tend to imply 
that over the long-term the exchange rate should tend to be adjusted in a way which 
maintains a long-run external payments equilibrium on those goods and services for which 
earnings and payments are stable in the short-run and responsive to movements in 
relative prices in the long-run. The implication of this is that changes in volatile items 
in the balance of payments will be reflected only partially in the exchange rate and 
largely in money growth as a result of MAS intervention in the foreign exchange 

market. Chart 6, which shows a very good correlation between 'non-trade foreign 
exchange earnings' and M2 growth for the years 1980-1983 suggests that the volatile 
items in the balance of payments are included in net earnings on invisibles and non- 
monetary capital inflows, and that these determine the short-run trend in money 

growth. The sharp pick-up in money growth since October suggests foreign exchange 
earnings from these sources has begun to improve, along with the trade account. 


FORECAST: To summarise, Singapore experienced tight liquidity between October 1982 
and September 1983 because of the increased contractionary influence of the government 
and a deterioration in the overall balance of payments. Much more importantly, the 
deterioration in the balance of payments would have been very severe had not the overall 
balance (i.e. the increase in foreign reserves held by the authorities) been supported by a 
massive inflow of short-term capital into the banking sector. This capital, in that its 
source has been Asian Currency Units, will probably stay in Singapore as long as the US 
dollar remains weak. (Indeed, capital inflows into Singapore may tend to increase if the 
US dollar weakens rapidly.) However, Singapore's current reliance on short-term capital 
inflows remains a potentially serious threat to liquidity in Singapore, a threat which 
would be realised if those inflows were reversed. In the meantime, if the current trend 
towards easier liquidity is to be maintained it is essential that Singapore's current 
account balance continues to improve. 


Charts 6 and 7 indicate that money growth began to recover strongly at the end of last 
year on both an unadjusted and seasonally adjusted basis. This recovery should be 
maintained as long as the sharp recovery in the trade account, which began in August, 
continues. However, with the reliance on capital inflows last year and the corresponding 
large net liability of the banking sector to non-residents (unlikely to be increased much 
further), Singapore would be very susceptible to any downturn in the US rate of growth 
which could adversely affect the current account, and perhaps the capital account as 
well. 
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SOUTH KOREA 
CHART 1: MONEY, OUTPUT, AND PRICES 
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SOUTH KOREA 
CHANGES IN THE METHOD OF MONETARY CONTROL 


The conduct of monetary policy in Korea has been dramatically reformed over the 
last four years. During this period the Bank of Korea has moved to establish direct 
control over domestic monetary growth. 


This change in the Bank of Korea's approach to monetary control culminated in a 
severe contraction in monetary growth last year, where M2 growth was halved from the 
rates prevailing in late 1982. Although the size of the monetary contraction was not 
exceptional by the standards of previous business cycles (see Chart 1) the economic 
forces underlying the downturn were unique. In assuming direct control over local 
monetary growth the Bank of Korea also assumed direct responsibility for the level of 
domestic inflation. Thus when Korea's revised Five Year Plan for Economic 
Development (1982-86) accorded "particular emphasis" to attaining price stability, the 
Bank of Korea was effectively charged with reducing monetary growth to levels 
consistent with this medium term policy objective. The consequent contraction in M2 
growth from 26.9% in December 1982 to 16.4% in November 1983 was unique to Korea's 
monetary experience in that, effectively for the first time, it reflected a domestic policy 
preference. 


Prior to January 1980 - when the Won was formally devalued by 16.6% to Won 580 - 
Korea had followed a pegged exchange rate policy. In theory, this policy implied that the 
principal constraint to domestic monetary growth was the trend in Korea's balance of 
payments. In practice, the Korean authorities did not adhere strictly to the Bretton 
Woods system of exchange rate management, for they were far more deeply committed 
to securing high rates of growth in the domestic economy. Thus the Korean authorities 
were willing to continue with a pegged exchange rate system whenever the exchange rate 
chosen was associated with an overall balance of payments surplus, a rise in the Bank of 
Korea's net foreign exchange holdings and strong growth in the monetary base and the 
wider monetary aggregates. However whenever, as in 1970, 1971, 1974 and 1979, a 
deterioration in the external account threatened to bring about much slower monetary 
growth in the domestic economy, the Bank of Korea stood ready to offset (see Chart 2) 
the decline in it net foreign exchange position by increasing the domestic component of 
the monetary base (i.e. increasing its purchases of government debt and raising lending to 
the commercial banks). This action maintained domestic monetary growth at a level 
higher than would otherwise have been the case, which in turn undermined the existing 
parity with the US dollar. Thus each of the Bank of Korea's major attempts to maintain 
a high level of monetary growth in the face of a deteriorating balance of payments 
position were accompanied by, or closely followed by a formal devaluation of the won. 


The Operation of Korea's New Monetary System 


The Bank of Korea abandoned this "lip service" to the pegged exchange rate system 
in January 1980. At that time the Bank of Korea commenced a routine of more or less 
continuous adjustments to the external value of the Korean Won. The Won is not yet 
allowed to float entirely freely on the foreign exchanges, but neither are adjustments in 
the Won exchange rate made for the purposes of domestic monetary control; the Bank of 
Korea does not deliberately depreciate or appreciate the Won for the purpose of 
expanding or contracting the monetary base. Instead, the Bank of Korea's active 
instruments of monetary control are now concentrated entirely in the domestic banking 
system. 
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The basic operation of monetary policy in Korea is now similar to that employed by 
the Bank of Japan since July 1974. Rather than targeting the price of money - either in 
the form of a pegged exchange rate or in the form of a heavily managed exchange rate - 
the Bank of Korea controls the quantity of money in the domestic economy. It does this 
by explicitly and directly controlling the growth of the reserve base of the local 
monetary system. The reserve base is defined as the quantity of currency in circulation 
plus banks' required reserves and differs (insignificantly, in Korea's case) from the 
monetary base only to the extent that it excludes excess reserves*. However unlike in 
Japan, where the Bank of Japan's main technique for controlling the growth of the 
monetary base is to vary its purchases of longer dated government debt, the Bank of 
Korea manages the growth of the reserve base by adjusting its claims on Korean Deposit 
Money Banks (i.e. Commercial Banks). 


Chart 3 summarises the Bank of Korea's principal instruments of monetary 
control. Chart 3 records the growth of the monetary base, the central bank's gross 
claims on Deposit Money Banks and its claims on Deposit Money Banks net of both 
deposits held in the Monetary Stabilisation Account at the Bank of Korea and of 
Monetary Stabilisation Bonds issued by the Bank of Korea. Commercial Banks can be 
called to make deposits with the Monetary Stabilisation Account at any time by the Bank 
of Korea and the interest rates payable on such deposits, and repayment conditions are 
set by the Monetary Board at the Bank of Korea. Commercial Bank deposits in the 
Monetary Stabilisation Account are not regarded as reservable assets in the Korean 
banking system. Monetary Stabilisation Bonds are negotiable securities issued in the 
open market representing obligations of the Bank of Korea. The yield on these securities 
is equal to that payable on one year savings deposits at commercial banks. Monetary 
Stabilisation Bonds are issued specifically for the purpose of monetary control and are 
not regarded as reservable assets. 


The use of the Monetary Stabilisation Account and the issue of Monetary 
Stabilisation Bonds are not altogether new features of the Korean banking system**. 


* The Bank of Korea's definition of the Reserve Base is appropriate for the task of 
monetary control. Reservable assets in Korea consist only of deposits of Deposit 
Money Banks at the Bank of Korea (excluding deposits at the Monetary Stabilisation 
Account) and currency held by the Deposit Money Banks; they do not include any 
liabilities of the government. In addition, banks' deposits at the Bank of Korea earn 
below market rates of interest, so there is no incentive for banks to hold large 
quantities of excess reserves over and above those thought necessary for prudential 
purposes. The definition of the Reserve Base in Korea is therefore precisely the same 
as the definition of the Central Bank Money Stock - the Bundesbank's key monetary 
target variable - in W. Germany. 


** For example, during the period between May Ist 1977 and the end of that year the 
Bank of Korea called for deposits to the Monetary Stabilisation Account (see Chart 3) 
in an attempt to subdue domestic money growth. During this interval, when M2 
growth exceeded 40%, a system of marginal reserve requirements was introduced. 
70% of commercial banks' incremental demand deposits and 40% of incremental time 
deposits were transferred to the Monetary Stabilisation Account at the Bank of 
Korea. 
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S. Korea : Chart 2 
The Sources Of The Monetary Base 
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Nevertheless, as is evident in Chart 3, the Bank of Korea has expanded considerably its 
use of these instruments since the abolition of quantitative ceilings on commercial bank 
lending in June 1981. Since that time, the Bank of Korea's control over the growth in its 
net claims on Deposit Money Banks - through the use of the Monetary Stabilisation 
Account and the issue of Monetary Stabilisation Bonds - has been the principal 
determinant of changes in the growth of the monetary base. In practice the Bank of 
Korea has adjusted its net claims on Deposit Money Banks in such a manner that growth 
in the monetary base is somewhat lower than the targeted growth of M2. This is to 
accommodate the rising trend in the growth of the monetary multiplier in Korea (see 
Chart 4). 


The Bank of Korea is unusual amongst central banks in the Asian Pacific Region in 
that it conducts monetary control operations in its own - rather than in the government's 
- liabilities. Why does the Bank of Korea not undertake its monetary control operations 
by outright and/or temporary purchases of Treasury Bills, as is the case in the US and 
many other developed economies? The answer to this question lies partly with the 
current composition of the Bank of Korea's claims on the government, partly with the 
government's concern to limit the cost of financing its fiscal deficit and partly with the 
Bank of Korea's desire to limit volatility in short term interest rates. 


At present an overwhelming proportion of the Bank of Korea's net claims on the 
government are in the form of direct loans (refer to Table 1), not in the form of 
negotiable government securities. Thus the Bank of Korea is not, at present, in a 
position to sell Treasury Bills to the Deposit Money Banks in order to reduce domestic 
monetary growth. More importantly, the Bank of Korea does not have discretion to vary 
its net lending to the government. This discretion lies, instead, with the Korean Treasury 
and with the Korean legislative authorities. Each year the Korean legislative authorities 
enact a specified maximum level of central bank lending to the government and the 
government, in turn, is free to take down this credit, up to the specified limit, when it 
chooses. 


In principle there is no reason why the Korean government should not borrow from 
Bank of Korea by issuing Treasury Bills rather than by accepting direct loans - except 
that their current procedure is administratively less expensive. The Government pays an 
interest rate of only 5% for loans from the Bank of Korea, substantially less than the 
12% yields currently payable on three month Treasury Bills*. 


A further apparent oddity in the Bank of Korea's new monetary control procedures 
is that in adjusting its net claims on the Deposit Money Banks the Bank of Korea does not 
operate solely and directly on its gross lending. The explanation for this is 
straightforward. Approximately 70% of the Bank of Korea's gross lending to Deposit 
Money Banks is in the form of preferential lending, such as loans for export finance, 
loans for the acquisition of foreign currencies, loans for agriculture and fisheries projects 
and discounts for the commercial bills of so called "prime enterprises". In practice the 
Bank of Korea is willing to supply freely credit facilities for certain, worthy categories 


* Thus part of the burden of financing Korea's fiscal deficit has been transferred to the 
Bank of Korea. The Bank of Korea receives below market rates of interest from its 
loans to the government but must pay (close to) market interest rates on its issues of 
Monetary Stabilisation Bonds. This has contributed to the Bank of Korea suffering 
losses of Won 131.8 billion in 1982 and Won 108.8 billion in 1983 after enjoying 
substantial surpluses in prior years. 
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S. Korea : Chart 3 
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TABLE 1 
A Simplified Balance Sheet of the Bank of Korea (June 1983) 
Assets Wn Bn Liabilities Wn Bn 


Claims on Government : 1,940 Currency held by non bank public 
consisting of 


i) Direct Loans 39 30 Reserves of Deposit Money Banks 

ii) Government Bonds —: 10 consisting of 
i) Deposits at Bank of Korea 

Claims on Government ii) Currency held by Deposit 

Agencies s-4qa70 Money Banks 

Claims on Deposit Deposits at Monetary Stabilisation 

Money Banks : 3,985 Account H 270 
Monetary Stabilisation Bonds : 2,570 

Foreign Exchange se 25 

(net) Government Deposits 1. 605 
Others (inc. Net Worth) 2... 425 

7,020 7,020 


* The Monetary Base comprises currency held by the non bank public plus the reserves 
of Deposit Money Banks. 


of economic activity** but it neutralises the otherwise expansionary monetary 
consequences of these actions by effectively rationing - via the Monetary Stabilisation 
Account and the issue of Monetary Stabilisation Bonds - the extension of credit for more 
general usage. 


Chart 3 can be used effectively to track changes in Korean monetary policy. In the 
second half of 1981, for example, the Bank of Korea slashed reserve requirements (refer 
to Chart 4) on demand deposits from 10% to 3.5% and on time deposits from 7% to 
3.5%. Without offsetting measures, this action would have boosted monetary growth in 
the domestic economy, by freeing reservable assets. However the Bank of Korea did 
neutralise this reduction in required reserves by raising deposits at the Monetary 
Stabilisation Account and by selling additional Monetary Stabilisation Bonds, thereby 
reducing its net claims on Deposit Money Banks. M2 growth thus remained stable, at 


** Not only is the supply of this category of central bank credit virtually unrationed, but 
it is available at a preferential price. The interest rate on preferred loans is only 5%, 
compared with up to 12 1/2% for "general" central bank loans. 
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S.Korea: Chart 4 
Monetary Determinant Ratios And The Growth Of The Monetary Base 


D :Deposits 


R :Reserves 
Cp:Cash held by public 


Ratio 


M2 / Base 


Monetary Base 


% 
Required Reserve Ratios for: 


Time and 
Savings Deposits 
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‘ 
' 
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around 25%, throughout 1981. However following the first Curb Market Scandal during 
the second quarter of 1982, the Bank of Korea eased monetary policy aggressively. This 
is displayed quite clearly in Chart 3. The Bank of Korea increased its net lending to the 
Deposit Money Banks both by increasing its gross lending to the banks and by redeeming a 
small quantity of Monetary Stabilisation Bonds. The growth of both the unadjusted 
monetary base and of M2 rose sharply as a consequence, with M2 rising 33.6% in the year 
to September 1982. Thereafter the Bank of Korea again tightened monetary policy by 
reducing its net claims on Deposit Money Banks: monetary base growth slowed and M2 
growth drifted down to towards its targeted level of 15%. 


The Economic Implications of Korea's New Monetary System 


The first implication of the Bank of Korea's new methods for operating monetary 
policy is that they may be relied upon to give the authorities discretion over the growth 
in the domestic monetary aggregates and thus over the level of inflation in Korea. The 
Bank of Korea has already successfully reduced inflation to very low levels, both by any 
historical perspective and by the standards of more developed economies. Providing the 
authorities maintain a policy of keeping monetary growth at a low level, and at a stable 
level, there is absolutely no fundamental reason why this should not translate into 
sustained modest levels of inflation in the years ahead. 


A second implication is that provided the authorities continue with existing 
policies, real growth in the Korean economy is likely to be significantly less volatile than 
has been witnessed in previous business cycles. The alternate booms and contractions in 
real growth characteristic of prior cycles in Korea followed directly from a highly 
cyclical trend in monetary growth during those episodes. The Bank of Korea, through the 
implementation and practice of its new system of monetary control is now in a position 
to erisure considerably more stable monetary growth. If sustained, such policies will 
ensure that the amplitude of future business cycles in Korea will be sharply reduced. 


The true significance of Korea's new monetary control arrangements is perhaps 
best understood if one considers what might have happened in the Korean economy had 
the Bank of Korea retained the old pegged exchange rate regime. In 1980 and 1981 
Korea experienced record trade and current account deficits and these deficits 
continued, although at a reduced level, during 1982. As a result of these external 
deficits the bank of Korea's net foreign asset holdings have declined substantially (refer 
to Chart 2) since mid-1980. If the Bank of Korea had opted to adhere to a fixed 
exchange rate policy it would almost certainly have been faced with either an 
unprecedentedly severe recession - which would have undoubtedly have been deeper and 
of a longer duration than the one which actually occurred - in the domestic economy or a 
series of large devaluations in the external value of the Won. The latter approach would 
probably have undermined overseas confidence in Korea at a time when its external 
indebtedness was the subject of critical examination and, more importantly, the Korean 
authorities would have faced considerable difficulty in gauging the appropriate size of 
each devaluation. In the light of particularly rapidly changing financial conditions in the 
US, the Korean authorities would have been faced with a major task in judging the Won 
exchange rate appropriate to i) prompting a recovery in Korea's trade competitiveness 
without unduly prolonging a domestic recession and ii) preventing a resurgence in 
domestic inflation. 


By design, the monetary system which has been adopted by the Bank of Korea 
circumvents both these problems. By implementing direct control over domestic 
monetary growth the Bank of Korea can realistically expect to attain whichever inflation 
rate objective the Korean government chooses to establish. By allowing the Won to float 
relatively freely on the foreign exchanges, the Korean authorities can realistically 
anticipate that the exchange rate will adjust to levels which effectively enable net 
inflows or outflows on capital account to be counterbalanced by current account deficits 
or surpluses. 
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FORECAST : It has been well recognised that the Korean economy is capable of very 
rapid real growth when compared with more developed economies. What may not be so 
well understood is that as a result of the Bank of Korea's newly implemented monetary 
measures, the likelihood that these high rates of real growth will henceforth be 
accompanied by very moderate rates of inflation has been increased. 


Korea is unique, in the Asian Pacific Region, in having adopted a reliable system of 
monetary control so comparatively early in its economic development. Provided the 
authorities use the new system to its full advantage, and maintain monetary growth at a 
low, stable level this policy change will certainly become of immense benefit to long 
term investors in the Korean equity market. 
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JAPAN 
THE JAPANESE EXPERIMENT IN MONETARISM, 1974 TO 1984* 


The conduct of monetary policy in Japan since July 1974 contains many lessons for 
students of monetary theory. Broadly speaking the Bank of Japan has adopted a 
monetarist policy in practice, but has on the whole demurred from the use of monetarist 
rhetoric. To evaluate the achievement of the Bank of Japan since 1974 it is useful to 
distinguish between the strategy of monetary policy, broadly conceived to mean the 
adoption and control of an intermediate target variable such as the money supply and its 
relation to the behaviour of the economy, and the tactics of monetary policy meaning the 
detailed machinery of execution whereby the authorities succeed or fail in achieving 
their intermediate objective. 


On the question of strategy the evidence from the Bank of Japan since 1974 
provides powerful support for monetarist theory. On the detailed tactics of execution 
there is much about the Japanese experience which is unsatisfactory not so much from a 
monetarist standpoint, but from a wider free market viewpoint. This divergence partly 
explains the dichotomy between monetarist practice and the avoidance of monetarist 
rhetoric. However, these shortcomings do not impair the main conclusions. On the 
contrary, when those shortcomings have from time to time obstructed or been 
inconsistent with the attainment of broader strategic goals, reforms have been virtually 
forced upon the authorities so that gradually their tactics have been brought into line 
with their monetarist strategy. 


Japanese Monetary Strategy, 1949 to 1974 


In April 1949 the yen exchange rate was pegged at Yen360 per US dollar, and it 
remained rigidly fixed at this rate until August 1971. From 1971 to 1974 there were a 
series of changes in what was essentially a fixed rate, but always with the intention that 
Japan would return to a rigid parity. In theoretical terms, since the price or value of the 
yen was fixed, the quantity of money in Japan had to adjust to whatever level was 
consistent with equilibrium in the balance of payments. In practical terms this meant 
that the growth of Japan's money supply was determined by the overall state of the 
balance of payments, accelerating when there was a balance of payments surplus, and 
decelerating or declining when there was a balance of payments deficit. For economic 
activity and the inflation rate it meant that both were subjected to the 'dance of the 
dollar’, rising in response to expansionary forces emanating from the USA, and falling in 
response to contractionary forces. In theory the Bank of Japan could have offset these 
disruptive influences to a degree, but in reality it had little room for manoeuvre as 
domestic capital markets were poorly developed allowing little opportunity for efficient 
sterilisation operations. In addition, as financial instability in the US increased in the 
late 1960s and early 1970s the difficulty of performing such operations would have been 
greatly magnified. Thus despite some partial offsetting by the Japanese authorities, the 
Japanese economy was increasingly subject to the growing disturbances affecting 
financial markets in the USA. 


* This article has been submitted for publication in the Manhattan Report on Economic 
Policy by the International Center for Economic Policy Studies (ICEPS). 
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JAPAN 
CHART 1 
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Finally in the summer 1974, following M2 growth of 22% p.a. for the three years 
1971-73 and consumer price inflation of 25% in 1974, the Bank of Japan decided to 
abandon the policy of maintaining a fixed exchange rate and attempting to maintain 
equilibrium in the balance of payments, and adopted instead a policy of controlling the 
broadly-defined money supply, M2. The shift in monetary policy accompanied an 
important political change: the expansionist Prime Minister Kakuei Tanaka who in 1972 
had proposed a grandiose plan for "Remodeling the Japanese Archipelago" was forced to 
resign. The financially conservative Mr. Takeo Fukuda took over as Minister of Finance 
under the slogan, "Stable Prices and a Stable Economy". Having abandoned the 
constraint of a fixed exchange rate and having a favourably disposed Minister of Finance, 
the Bank of Japan was at last in a position to implement a stable monetary policy, 
independent from the United States. 


Japanese Monetary Strategy, 1974 to the Present 


The new strategy of the Bank of Japan was revealed for the first time in July 1974 
when the authorities announced their intention to restrict the year-to-year growth of M2 
in the period from October to December 1974 to the range 10-12%. (At the end of June 
1974 M2 was 13.3% above its level in June 1973.) At the time of the announcement of 
the first set of monetary growth objectives few people were cognizant of the major 
change that was taking place in the conduct of policy, and generally the Bank of Japan 
has continued to maintain a low profile on the subject of the switch in policy. Since that 
time until the present the broad strategy of the Bank of Japan has been to control M2 (or 
M2+CDs since May 1979) within a narrow range while allowing the exchange rate to 
fluctuate fairly freely on the foreign exchange market. It is true that there continues to 
be occasional official intervention in the foreign exchange market, but this has never 
been permitted to compromise the attainment of the main target of policy, namely a 
specified growth rate for M2. 
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The basis for the Japanese authorities' choice of M2 is primarily empirical, but also 
theoretical. First, in the words of a study by the Bank of Japan Research Dept. in 1975, 
"Close statistical correlation exists between the money supply and real economic activity 
in Japan. This is particularly true of the covariation between the stock of M2 and prices 
after a time-lag of 2 to 4 quarters - observable through the two decades of 1955-64 and 
1965-74". Second, as students of Japanese banking practices will be aware, Japanese 
individuals seldom use checks or checking accounts, preferring to use cash or bank 
transfer orders which are drawn on savings and other interest-bearing accounts which are 
included in M2 but not M1. Accordingly, M2 in Japan probably corresponds more closely 
to the ideal theoretical concept of money i.e. those balances owned by final wealth 
holders which provide the best explanation for the behavior of final expenditures. In 
Japan the drawback of M1 is that the demand deposit component is owned almost 
entirely by corporations and other entities, and as a result it is a poor measure of the 
money balances held by ultimate wealth owners. 


The growth rate selected by the Bank of Japan for the broadly defined monetary 
aggregate is based on extensive careful studies of the demand for real money balances in 
Japan, together with an estimate of the permissable inflation rate. Studies of the 
demand for real money balances yield an estimate of the likely behavior of income 
velocity. Since the mid-1960s, income velocity in Japan has shifted, declining at a rate 
substantially less than its previous trend. Compared with an average decline of almost 
4% p.a. in 1954-65, the decline has slowed to about 1% p.a. since 1966. 


The procedure for announcement of the monetary growth rate in Japan differs 
significantly from that in the United States and elsewhere. First, instead of announcing 
multiple targets for several variables, the Bank of Japan only announces the expected 
growth rate for one variable, M2+CDs. Second, the growth rate is released as an 
expected growth rate, rather than as a specific 'target'. Third, the growth rate is 
announced and calculated as the year-to-year growth rate of M2+CDs in each quarter. 
Fourth, the announcement is made without fanfare at the end of each quarter with 
reference to the succeeding quarter. 


The first feature - announcement of a single intermediate target variable - is 
clearly desirable and laudable. The second feature - deliberate avoidance of the word 
"target' - is characteristic of central bank procedures the world over. In part it is 
designed to blur accountability and deflect criticism; in part it is intended to avoid being 
branded with the monetarist epithet. The third feature - computation of the growth rate 
over a whole year - simply conforms to orthodox practice in Japan where comparisons of 
economic data series are normally reported on a year-to-year rate of change basis rather 
than as month-to-month changes or as annualised rates for monthly or quarterly 
changes. The fourth feature - announcement of the expected growth rate at the end of 
each quarter for the succeeding quarter - combines aspects of the second and third, and 
undoubtedly makes it easier for the Bank of Japan to achieve the expected rate of 
growth, but by the same token it reduces the possibility of destabilising shocks or errors. 


The net effect is that the Bank of Japan has compiled a remarkable record of never 
having deviated from its pre-announced figure for the expected monetary growth rate by 
more than one percentage point. The Japanese financial community has become so used 
to the predictability of the Bank of Japan's announcement and its success in achieving 
the predicted outcome that as an item of financial news the announced monetary growth 
rate is treated as no more than a minor formality. Changes in the official discount rate, 
by contrast, still attract far more attention despite their minimal impact on monetary 
trends. 
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TABLE 1 


THE IMPACT OF LOWER MONETARY GROWTH 
IN JAPAN ON GNP AND INFLATION 


Average Rates of Growth (% per an num) 
1970-74 1974-78 1978-83 

Money Supply 9.0 

Nominal GNP . 6.0 

Real GNP 4.0 

GNP Deflator 1.8 

Notes: 1. Money supply is quarterly averages of month-end data for M2 to April 

1979, M2+CDs from May 1979, seasonally adjusted at annualised 


rates. 


Nominal and real GNP are quarterly data, seasonally adjusted at 
annual rates. 


Data for money supply are from June to June for each period; data 
for GNP and for the GNP deflator are for six months later, i.e. 
December to December in each case. 


TABLE 2 


THE IMPACT OF STEADIER MONETARY GROWTH 
IN JAPAN ON GNP AND INFLATION 


Standard Deviations of Quarterly Data 


1970-74 1974-78 1978-83 


Money Supply 5.4 2.6 3.0 


Nominal GNP 7.6 Bs7 
Real GNP Fel 3.3 
GNP Deflator BS E25 


Notes: Data as in Table 1. 
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The results of the strategy of reducing and stabilising monetary growth in Japan 
since July 1974 are documented in the accompanying tables. Briefly they show that : 


(1) When sustained over a period of several years, lower monetary growth has 
reduced inflation in Japan from double-digit rates to about 2% p.a. It is still true 
that Japanese import and wholesale prices (which are heavily influenced by the prices 
of imports) fluctuate widely with the yen and with the business cycle abroad. 
However, whereas under fixed exchange rates such fluctuations affected the 
aggregate price level in Japan via monetary expansions or contractions, under a 
floating exchange rate regime with stable monetary growth such fluctuations only 
affect individual prices while the aggregate price level (i.e. the GNP deflator) 
remains stable. : 


(2) More stable monetary growth has stabilised the growth rate of the economy. The 
most striking demonstration of this is that despite the two American recessions of 
1980 and 1981-82, Japan did not experience a recession. There was some impact on 
the composition of Japanese GNP (e.g net exports declined), but only a minimal 
effect on aggregate GNP. However, the average real growth rate has remained close 
to 4%, and the variability of the growth rate has more than halved by comparison 
with the pre-1974 period. 


(3) A more tentative finding, not covered by the data in the tables but illustrated in 
the accompanying chart, is that more stable monetary growth has produced more 
stable capital markets. This is a more complex proposition to demonstrate because at 
the same time as the underlying conditions have become more stable, the Japanese 
authorities have been obliged to allow the markets for credit and capital to become 
more flexible. This leads us to the question of tactics. 


The Tactics of Japanese Policy since 1974 


During the era of fixed exchange rates in Japan from 1949 to the early 1970s, 
credit-rationing was a normal feature of the financial markets. The Bank of Japan kept 
the official discount rate at artificially low levels - below free market interest rates - in 
order to direct 'cheap' credit to favoured industrial sectors via the banks which were its 
clients. The apparatus of credit rationing by the central bank was also extended to the 
commercial banks in the form of loan controls (known as "Window Guidance"), so that 
when the strategy of controlling monetary growth was first introduced in 1974 the 
tactics employed were to set loan ceilings consistent with specified monetary growth 
rates. 


Strangely the method was initially successful, mainly because Japanese city banks! 
loans accounted for almost 85% of their total assets in 1974, and the banks subject to 
loan ceilings accounted for over 90%-of the deposits included in M2. In addition, so long 
as the central bank offered extremely advantageous discount facilities compared with 
money market rates the city banks were most reluctant to transgress Bank of Japan 
guidance for fear of being penalised. Thus despite the worthy ends, the policy of money 
supply control started out by using what many monetarists would regard as reprehensible 
means. In other words, strategy was sound, but tactics were incompatible with the free 
market principles which are the hallmark of most monetarists in the non-communist 
world. 


Gradually, however, the contradictions between the Bank of Japan's strategy and 
tactics have been reduced as strategic goals take precedence over tactical matters. Ata 
theoretical level this is happening for a fundamental reason. According to monetary 
theory a central bank can control the money supply only if it regulates the quantity of 
high-powered money or monetary base. To do this it must allow the price or value of 
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’ JAPAN 
CHART 2 


MONEY SUPPLY, REAL GROWTH AND INFLATION 
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problem and the economy lurcned from 


Until 1974 the Bank of Japan did not make 
any serious attempt to control the money 
supply. The combination of a fixed 
exchange rate and rigid domestic interest 
rates resulted in highly erratic monetary 
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overall prices (as measured by the GNP 
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years. 


AFTER: 
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Year -to-year 
percentage change 
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..-and inflation has gradually 
come down while overall economic 
activity has been much more stable. 


NOMINAL GNP 


: lowe Deflator 


an, i" 


Since July 1974 tne Bank of Japan nas adopted a 

single policy objective: price stability, choosing 
M2+CDs as its intermediate policy goal. Simultaneously 
it adopted a policy of exchange rate flexibility and 
interest rate liberalisation, without which money 
supply control could not have been successful. Since 
1975 the performance of the Japanese economy has been 
far superior to most other nations in terms of: 

(a) the sustained reduction in inflation, and 

(b) the stability of economic growth. 
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money to adjust freely. Applying this to the price of high-powered money, the assets of 
the central bank corresponding to the monetary base can be divided into two kinds : 
foreign and domestic. The purchase or sale of foreign assets by the central bank will 
inevitably affect the foreign exchange value of the domestic currency, and hence a 
policy of non-intervention in the foreign exchange market is desirable for accurate 
control of the monetary base. The purchase or sale of domestic debt instruments or their 
equivalent (e.g. direct loans to the banks) will inevitably affect interest rates, and hence 
a policy of purchasing pre-announced quantities of such instruments while allowing 
market forces to determine domestic interest rates is the optimum method of ensuring 
that changes in the monetary base are consistent with the desired money supply growth. 


In the practical sphere the Bank of Japan has abandoned rigid control of the 
exchange rate, which has enabled it to make significant progress towards monetary base 
control. However, on the domestic side progress in liberalising interest rates has been a 
much slower process due first to the unwillingness of the Ministry of Finance to sell 
government debt at free market yields, due second to the unwillingness of the Ministry of 
Posts and Telecommunications to set competitive interest rates on postal savings 
deposits in the huge Post Office Savings System, and third due to major conflicts 
between vested interests in the private sector (e.g. the banks and securities houses). 


Nevertheless significant progress has been made, and interest rates in Japan are 
substantially freer than they were a decade ago. Savers and borrowers have a wider 
range of choice today than they did a decade ago. For its part the Bank of Japan adjusts 
the quantity of high-powered money far more by means of purchases and sales of a 
variety of domestic instruments, far less by means of changes in reserve requirements 
and changes in the official discount rate, and seldom resorts to credit rationing. Perhaps 
the most serious obstacle remaining to a wholly free market approach to tactics is the 
authorities' continued predilection for regulating the market shares of the city banks. 
Until the Bank of Japan is willing or able to allow ‘free’ competition as opposed to 
maintaining what it judges to be 'fair' competition among the banks it seems unlikely that 
it will move to fully impartial open market operations. 


Conclusion 


While not all of the Bank of Japan's tactics for making high-powered money grow at 
a rate consistent with the desired growth rate of M2+CDs are compatible with economic 
freedom, it cannot be denied that Japan's overall monetarist strategy during the past 
decade has been broadly successful. Whatever the shortcomings of tactics, from a 
scientific point of view it is clear that gradual reductions in the rate of monetary growth 
in Japan have brought down inflation, and more stable monetary growth has reduced the 
range of fluctuation of the business cycle, bringing greater stability to the long term 
capital markets. These results bear out Milton Friedman's prediction 25 years ago that 
stable monetary growth would "contribute to the avoidance of major economic 
disturbances .... promote a degree of stability in short-run economic activity .... expand 
the area of economic freedom and promote a more efficient utilisation of resources". 
("A Program for Monetary Stability", by Milton Friedman, Fordham University Press, 
New York 1959.) 
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NEW ZEALAND 


THE MONETARY CONSEQUENCES OF ARTIFICIALLY LOWER INTEREST 
RATES 


During the last six months the New Zealand authorities have maintained a policy 
whereby local interest rates are held at levels far below those which would obtain in a 
free market. The policy was inaugurated on July 27th last year when New Zealand's 
Prime Minister and Finance Minister, Sir Robert Muldoon, slashed the yield on three 
month Treasury Bills from 12% to 7.8%. He assured surprised participants in New 
Zealand's financial community that this action would bring local interest rates into line 
with existing inflationary expectations. Sir Robert simultaneously made clear his 
expectation that financial institutions would align their interest rates with the new levels 
established by the government. Two of the major government owned lending institutions, 
the Post Office Savings Bank and the Housing Corporation, immediately reduced their 
lending rates by around 4%. Shortly thereafter most private financial institutions also 
reduced new deposit rates by between 3% and 6%. The yield on trading banks' 
transferable Certificates of Deposit, for example, fell from 14.2% in mid July 1983 to 
roughly 8.5% at the end of September. 


The interest rates payable on new loans generally declined more gradually than 
those paid for deposits. The average interest rate for new mortgage registrations, for 
example, declined only slightly from 15.28% in June to 14.17% in November. This 
reduction in lending rates was evidently far less than the government had envisaged for 
on October 7th the authorities enacted the Economic Stabilisation (Mortgage Loans) 
Regulations 1983. This effectively established an upper limit for new mortgages of 11% 
per annum and 14% for second and subsequent mortgages. In addition, the new 
regulations prevented the rate of interest being increased on any mortgage, except where 
any prior agreement provided for the indexation of mortgage payments. These 
regulations reinforced the Reserve Bank of New Zealand's directive to trading banks, on 
November 14th, which required that the interest rate payable on overdrafts secured by 
property similarly be limited to 11%. 


A further example of the New Zealand government's attempt to reduce local 
interest rates substantially below those which would obtain in a free market may be seen 
in the sale of its own debt. It is supremely ironic that only days before the New Zealand 
government reduced substantially the yield on Treasury Bills it also abolished the tap 
system of selling longer dated government debt, and established a system of government 
stock tenders. Under a tap system, the government sets the coupon for its obligations 
and the market determines how much of the stock on offer is actually sold at, or close 
to, par value, or at a price determined by the government broker. Under a tender system 
the government announces the amount of its debt to be sold, and the coupon, but allows 
the market to determine the price at which tender is allotted in full. Thus the key 
distinction between a tap system and a tender system of government debt sales is that 
under the former the government establishes the price of its new debt and allows the 
private sector to determine the quantity of debt which is sold, whereas under the latter 
the authorities can ensure that all debt on offer is sold providing they accept a market 
level of interest rates. The advantage of the tap system is that it allows the authorities 
to set the yield on government debt in the primary market. The advantage of the tender 
system is that it ensures that the total amount of government stock on offer is sold into 
the primary market, providing, of course, that the authorities are prepared to allow the 
yield on their debt to be market determined. Thus the New Zealand authorities were 
plainly inconsistent in introducing a tender system for the sale of government debt at the 
same time that they were artificially regulating the level of interest rates in the 
domestic economy. 
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When Sir Robert announced the large reduction in Treasury Bill yields in July last 
year he simultaneously expressed his confidence that the coupons on forthcoming 
government bond tenders would be set nearer to 8%, down from the 14.0% level 
established in the free market prior to the government's intervention. The first two 
government bond tenders held after the decision to slash short rates resulted in primary 
market yields which were relatively close to the new reduced coupon levels set by the 
government. However any hopes that the government had established successfully a 
reduced level of bond yields in the New Zealand economy were quickly dashed. The 
third, fourth and fifth government bond tenders brought a range of bids which the 
authorities rejected because they entailed "excessively high" yield levels. The results of 
the first five government bond tenders are summarised in Table 1. 


TABLE 1 
New Zealand Government Bond Tenders 


Maturity Amount Successful Average Yield on Yield range on 
Tender Date Date Coupon Offered $M_ Bids $M Successful Bids Unsuccessful Bic 


1 8.9.83 June 85 8.0 80.0 80.0 8.706 - 
Aug 87 8.5 20.0 20.0 9.005 - 

2 13.10.83 Oct 35 8.0 100.0 100.0 9.524 - 
Oct 86 8.5 75.0 69.78 9.902 = 
Oct 89 3:7 25.0 25.0 10.646 - 

3 1741.83 Oct.33 8.0 200.0 76.2 10.644 11.24-17.5 
May 87 9.0 150.0 49.825 10.586 11.05-13.49 
Oct 91 10.0 50.0 17.0 10.901 11.20-12.99 

4 15.12.83 Dec 84 8.0 125.0 125.0 9.89 - 
Jun 86 9.0 100.0 88.0 11.00 11.15-12.99 
Oct 91 10.0 50.0 19.9 11.00 11.49-12.48 
Mar 89 (Index 75.0 30.7 6.0 6.25-8.00 
Mar 94 Linked) 50.0 50.0 6.0 - 

5 2.2.84 Jul 85 8.0 200.0 58.5 11.00 11.25-11.3 
Jan 87 Ae, 100.0 18.7 11.00 11.25-13.0 
Jun 89 (Index 100.0 29.9 6.0 6.24-7.4 
Jun 92 Linked) 200.0 200.0 6.0 ~ 


The New Zealand government's "low" interest rate policy severely interrupted its 
fiscal funding programme. In spite of the comparatively favourable market reception to 
index linked government debt, the policy of rejecting bids for government debt which led 
to "excessively high" bond yields has created a significant shortfall in official debt 
sales. Only NZ$1060 million of the NZ$1700 million sought in the first five government 
tenders has been sold to the private sector. 


Not only has the authorities' policy towards interest rates undermined the 


government's funding programme, it has also created serious problems for monetary 
control. The year-to-year growth in M1 rose from 1% in June 1983 to 15% in December 
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1983. M3 growth has risen from 7% to 12% over the same period (see Chart 1). Unless 
the New Zealand government takes action to curtail swiftly the sources of higher 
monetary growth the year-on-year increases in M1 and M3 are likely to rise dramatically 
over the next several months. Since the government's decision to reduce New Zealand's 
interest rates below the levels which would obtain in a free market, the annualised 
increase in MI has surged to 27% whilst the annualised growth in M3 during the second 
half of last year approached 22%. 


The factors behind the explosion in monetary growth in New Zealand since July last 
year follow directly from the government's interest rate policy. The decision to reject 
bids at the government bond tenders which lead to "excessively high" bond yields has led 
to the Reserve Bank of New Zealand monetising a portion of the government's fiscal 
deficit. The increase in the Reserve Bank's claims on the government has not been offset 
by any reduction in central bank net lending to the commercial banks or in the Reserve 
Bank's net holdings of foreign exchange. The result has been a substantial rise in New 
Zealand's unadjusted monetary base. This is highlighted in Chart 2 where it is apparent 
that it has been a rise in the domestic sources of the base - primarily a NZ$650 million 
increase in net central bank lending to the government in the period between June 1983 
and February 1984 - rather than an increase in the balance of payments component, 
which is responsible for rapid growth in the monetary base. 


The increased growth in the monetary base has occurred at a time when the 
demand for bank credit has been accelerating. Private sector credit rose 14% in the year 
to January 1984 (see Chart 3) after only 3% in the year to June 1983. Private sector 
credit rose at an annualised rate of 23.5% in the second half of 1983, compared with 4% 
in the first half, and at an annualised pace of no less than 28.8% during the final quarter 
of the year. This surge in credit demands has undoubtedly been encouraged by the 
government inspired reduction in local lending rates and has provided New Zealand's 
commercial banks with a strong incentive to expand the size of their balance sheets. The 
result of this has been very rapid growth in New Zealand's monetary aggregates. 


Since mid 1982 the New Zealand government has implemented a Prices and Incomes 
policy for the purpose of "freezing" price and wage increases. This policy, combined with 
a substantial decline in domestic monetary growth during 1982 and the first half of 1983, 
has encouraged a cyclical decline in inflation in New Zealand. Consumer prices rose 
3.6% in the year to December, after rising by 17.0% in the year to June 1982. Over the 
last six months the New Zealand authorities have rightly become concerned that the 
sharp rise in monetary growth and credit expansion will undermine its objective of 
sustained low rates of inflation. Their concern has been intensified because the 
government has already promised to terminate the price "freeze" on March Ist this year 
and to replace it with a Price Surveillance System, which will allow companies' 
moderately greater flexibility in increasing output prices. 


However, as a consequence of their decision to maintain interest rates at an 
artificially low level, the authorities are severely hampered in the application of any 
orthodox instruments of monetary control. Instead, the New Zealand monetary 
authorities have relied increasing on credit expansion "guidelines" for the local trading 
banks and finance companies. These "guidelines" purport to limit the expansion of credit 
to the private sector to a maximum of 1% per month. In practice, these "guidelines" 
have failed to limit the expansion in trading bank and finance company assets. The 
Reserve Bank's warning that such lending would be "closely monitored" has been largely 
ignored. Loans and advances by New Zealand trading banks rose at an average monthly 
rate of 1.5% during the second half of 1983, and authorised, but unexercised, loans by the 
trading banks rose at an annualised rate of 46% over the same period. 
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The monetary authorities' response to the surge in bank lending and to the 
substantial increase in unutilised bank and finance company credit was to raise the 
trading banks' reserve asset ratio and to increase finance company and building society 
Public Sector Security Ratios. The objective of these measures was to restrain the 
growth of private sector credit to within the officially prescribed guidelines by 
artificially stimulating the banks' demand for public sector obligations. On December 
16th the New Zealand Minister of Finance, Sir Robert Muldoon, announced that public 
sector security ratios applying to finance companies and building societies were to be 
increased. The finance company government securities ratio was to rise from 20% to 
25% whilst the building society public sector ratio requirement was to rise by three 
percentage pdints to 19%. In announcing the measures, Sir Robert emphasised that both 
the finance companies and the building societies have been warned repeatedly that if 
their monthly lending exceeded one percent then ratio increases would be imposed. He 


said, "The Government is not prepared to tolerate lending growth rates which put in 
jeopardy the gains made from the (prices and wages) squeeze." 


However the rapid expansion in finance company balance sheets continued during 
December, when deposits increased by 4.7% and finance company lending rose by 3.9%. 
On January 27th Sir Robert again increased finance company government securities 
ratios by an additional five percentage points, to 30%. Sir Robert explained the measure 
by saying, "the strong lending growth by finance companies .... indicates clearly that they 
have ignored the credit guideline, and their intense competition for deposits implies that 
they intend to continue to ignore that guideline. If they think that I will permit that rate 
of deposit growth to be translated into private sector credit growth then they are ver 
much mistaken. (Our emphasis) If this second ratio increase does not convince the 
finance companies that their deposit and lending policies should be rapidly and 
substantially moderated, additional measures will be taken." 
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Trading bank reserve asset ratios have also been raised steadily over the last eight 
months, from 16% in June 1983 to 29.5% in February. In announcing the most recent 
increase in trading bank reserve ratios the Minister of Finance commented that he "was 
alarmed at the way trading bank credit limits grew during the latter half of 1983". Sir 
Robert added "They grew by 11% over that six month period. This ratio measure should 
indicate to the banks that I will not passively allow the high level of unutilised credit 
limits that they have created to be turned into actual lending". 


These measures to limit the expansion of financial institutions balances sheets are 
unlikely to prove to be effective: they attack a symptom of fundamentally easier 
monetary conditions - strong growth in private sector credit demands - rather than 
addressing the causes of the surge in monetary growth which are artificially depressed 
interest rates resulting in strong growth in the monetary base. Unless the New Zealand 
authorities permit local interest rates to rise to free market levels, base money will 
continue to expand at an excessive rate. This will create the potential for further 
substantial increases in monetary growth. The authorities may well attempt to hinder 
further acceleration in domestic monetary growth by imposing yet higher reserve ratios 
on the trading banks and increasing the public security ratios for finance companies and 
for building societies, but until they stem excessive expansion in the monetary base, 
upward pressure on monetary growth will remain. 


FORECAST: New Zealand's experience over the last seven months provides an excellent 
example of the problems which arise when a country's monetary authorities attempt to 
control both the level of interest rates and the rate of monetary growth. In July 1983, 
New Zealand's Prime Minister and Finance Minister, Sir Robert Muldoon, decided to 
reduce substantially both short and long dated interest rates below the levels then 
obtaining in the market place. The result has been an explosion in monetary and credit 
creation which clearly threatens the government's long term inflationary objectives. The 
authorities have attempted to restrain excessive monetary growth by adding a further 
layer of legislative constraints to New Zealand's already heavily regulated economy, and 
by threatening "additional measures" if local financial institutions do not limit growth in 
their balance sheets. These actions have not stemmed the trend towards higher 
monetary growth because they do not address its source: the rate of growth of base 
money in New Zealand is excessive and will remain so until such time as the authorities 
abandon their artificially low interest rate policy. 


Although the New Zealand government has placed great emphasis on trying to 
ensure that low interest rates are maintained - including legislated ceilings on interest 
rates - its concern about the consequences of this policy (excessive monetary growth) 
have forced the authorities to compromise their primary objective. Interest rates in New 
Zealand have generally risen since September last year! This trend is evident in New 
Zealand's bond market (see Table 1) where the primary market yield on government debt 
maturing in 1985 rose from 8.706% at the first bond tender in September 1983 to 11% at 
the tender held in February this year. The primary market yield on government 
obligations maturing in 1987 rose from 9.005% to 11% over the same period. The same 
trend is apparent in the commercial paper market where the offered rate on ninety day 
commercial bills has risen from 9.8% in October 1983 to a current level of approximately 
13.6%. In their efforts to limit both the level of interest rates and the levels of 
monetary and credit growth the New Zealand authorities have failed on both counts. 


Although the New Zealand economy is beset by legislative and executive controls 
on announced increases in product prices - through the Price Surveillance System - any 
continuation of the artificially low interest rate policy will ultimately bring about 
significantly higher levels of inflation. In the final analysis the New Zealand government 
will likely be forced to react to this by implementing orthodox anti-inflationary 
policies. This in turn will entail a decision to abandon the low interest rate policy. Table 
1 suggests approximate benchmarks - through the range of bid yields which proved 
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"unacceptable" in recent bond tenders - as to how much higher bond yields may have to 
climb in order to avoid further monetisation of the government's fiscal deficit. In New 
Zealand's context this might be thought of as a first step to stabilising monetary 
growth. A policy designed to reduce monetary and credit growth to more acceptable 
levels may well entail yet higher interest rates. 
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THAILAND 
A THIRD YEAR OF HIGH MONEY GROWTH ? 


Following on from a prolonged period of rapid monetary acceleration and easy 
liquidity in the banking system (AMM Vol. 7 No. 4), Thailand has experienced an eight 
month period of rising interest rates accompanied by a squeeze on bank liquidity. 
However, although the period since August last year has been characterised by observers 
of the Thai financial scene as a period of generally ‘tight liquidity’, in fact money growth 
has only recorded a small decline from the peak rates reached in the middle of last 
year. From a year-on-year rate of 26.7% in July 1983, M2 growth had declined to 23.3% 
by January 1984, still an excessively high rate of money growth when set against an 
economic growth raté of 6% and an inflation rate of 3%. 


The apparent paradox of 'tight liquidity’ and rising interest rates occurring 
alongside rapid money growth is best explained by Chart 1, which shows the year-on-year 
growth rate of commercial bank loans and deposits. The chart clearly illustrates that the 
factor squeezing bank liquidity and pushing up interest rates in Thailand over past months 
has not been a monetary deceleration but a tremendous surge in demand for bank 
credit. Total commercial bank lending grew by a record 34% for the whole of 1983 and 
in January the year-on-year growth rate rose further, to 36.2%. This compares with a 
year-on-year rate of growth of bank credit of only 16.0% a year earlier, in January 1983. 


The factors which lay behind this tremendous surge in credit demand were 
essentially those considered in our last article on Thailand, namely a deterioration in the 
balance of payments acting against the background of Thailand's very rigid financial 
structure. Thailand's trade deficit more than doubled in 1983, to a record Baht 89 billion 
as exports fell by 7% in the wake of a poor crop season for 1982/83, and imports soared 
by 22% largely as a result of the strength of the economy. By far the worst period for 
the trade account was the first eight months of the year, and by August last year fears 
were growing that the Baht would have to be devalued. Along with the rising trend in 
overseas interest rates which accompanied the tightening of monetary policy in the USA, 
fears of a devaluation discouraged overseas borrowing by private enterprises and led to a 
further deterioration in the overall balance of payments. 


The extent of the decline in the overall balance of payments (current account plus 
non-monetary capital) is illustrated in Chart 2, along with the behaviour of private net 
foreign borrowing up to the third quarter (the last period for which detailed statistics are 
available at the time of writing). Private net foreign borrowing undoubtedly fell much 
further in the fourth quarter as fears of a devaluation intensified. Indeed, the surplus on 
total private capital movements (Private net foreign borrowing plus direct investment 
plus portfolio investment plus other short term capital) declined in the fourth quarter, 
falling by Baht 1.8 bn from the third quarter. 


As overseas interest rates rose in the second half of last year, and forward cover 
for US dollar borrowings became more expensive in the wake of speculation against the 
Baht, private enterprises repaid foreign borrowings and turned to domestic banks for 
credit. Apart from worsening the balance of payments position, this contributed to the 
surge in domestic credit illustrated in Chart 1. At prevailing interest rates banks were 
not able to attract enough deposits to finance loan growth and turned to overseas banks 
and the Bank of Thailand, borrowings from which had been run down during the period of 
easy liquidity (AMM Vol. 7 No. 4). In the third quarter commercial banks' borrowings 
from banks abroad increased by a large Baht 5.23 billion and in August and September 
direct loans from the Bank of Thailand increased by Baht 1.17 bn, or from 0.5% to 0.8% 
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THAILAND 
CHART 1: BANK LOANS AND DEPOSITS 
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THAILAND 
CHART 2: PRIVATE NET FOREIGN BORROWING 
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of total bank deposits. At the same time upward pressure on interest rates emerged and, 
following a rise in interbank rates in August, commercial banks raised the minimum 
lending rate by 1% at the beginning of September. At the beginning of December 
commercial banks raised deposit rates and raised loan rates again, putting the minimum 
lending rate at 17%, close to the maximum lending rate ceiling of 17.5%. With one year 
fixed deposit rates at the ceiling 13% rate, banks had no more scope to raise interest 
rates and pressed the Bank of Thailand to raise interest rate ceilings. 


The Bank of Thailand at this time was caught in a dilemma, having to cope with the 
seemingly paradoxical situation of a chronic balance of payments deficit and still 
burgeoning monetary growth. Monetary base growth had not declined significantly 
because the foreign component of monetary base growth was supported by foreign 
borrowing by commercial banks (a 'below-the-line' item in the formulation of Thailand's 
balance of payments accounts), as they undertook to fund loan growth, while the 
domestic component of monetary base expansion was supported by commercial bank 
borrowing from the Bank of Thailand. At the same time, banks were selling government 
bonds to finance loans, making Central Bank bond sales to control monetary base growth 
virtually an impossibility. Thus, as an illustration, in the third quarter (which is a 
seasonally weak quarter), the monetary base declined by only Baht 614 million despite a 
Baht 9.3 billion balance of payments deficit. Net foreign assets of the Bank of Thailand 
declined by only Baht 2.87 billion, as they were supported by commercial bank foreign 
borrowing, and the effect of this decline on the monetary base was largely offset by Bank 
of Thailand's net claims on financial institutions and other items. 


The Bank of Thailand was unwilling to devalue the Baht to slow import growth and 
correct the trade imbalance. By December interest rate differentials were more in 
Thailand's favour than at any time since 1978. If the Bank of Thailand had devalued, that 
would probably have ended speculation against the Baht, but would have undoubtedly 
encouraged a surge in private capital inflows and money growth such as occurred after 
the July 1981 devaluation (see Chart 3). Also, the Bank of Thailand was unwilling to 
raise interest rate ceilings because, apart from the perceived possible effect on the 
economy, once raised interest rates are very difficult to lower in Thailand due to 
rigidities in the financial structure. It was the unwillingness of commercial banks to 
lower interest rates below ceiling levels in 1982 which was the primary cause of the 
a monetary base and money growth during 1982 and early 1983 (see AMM Vol. 7 
No. 4). 


In the event, between December and early March this year the Bank of Thailand 
and Ministry of Finance introduced a patchwork series of measures designed to correct 
the trade imbalance and slow money growth. On December 9 the Central Bank took the 
necessary step of raising the discount rate by 1.5%, taking the rate for first tier 
borrowings at the discount window back up to 13%. Then, at the end of December, the 
Bank of Thailand took further measures to control money growth and limit imports. The 
most important of these measures were an increase in the amount of government bonds 
that commercial banks must hold as a proportion of deposits from 10% to 14%, and the 
introduction of controls on bank credit for imports. The government bond measure was 
intended to raise the demand for government bonds, and thereby enable the Bank of 
Thailand to slow monetary base growth through additional sales of government debt. 
However, although banks may hold more government bonds as a result, the regulation will 
be of only limited help to the Central Bank in its attempt to control monetary base 
growth as long as interest rates remain too rigid. 


More importantly, at the beginning of January the Bank of Thailand introduced 
total credit control measures. Under these measures the growth of commercial bank 
lending in 1984 is to be restricted to 18%, comprising 9% growth in the first half and 9% 
in the second half of the year. Credits for consumer goods, speculative stock piling and 
construction, along with imports, are to be further restricted. The selective nature of 
credit controls was extended further at the beginning of March when the Finance 
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THAILAND 


CHART 3: INTEREST RATES AND PRIVATE 
NET FOREIGN BORROWING 


Baht né casio Baht BN 


BOT Discount Rate— 
US Fed Funds Rate* 


Private Net Foreign 
\ Borrowing 


1 


\ i a 
\ 


1978 1979 1980 1981 1982 1983 
eThese rates are not comparable and hence only the trend In the differential ls significant 


Ministry introduced a two tier maximum lending rate ceiling. The interest rate ceiling 
on loans for imports, luxury consumer durables, and buildings was put at 19%, while the 
ceiling on loans for agriculture, manufacturing and exports remained at 17.5%. The 
interest rate ceiling on deposits of between three months and one year maturity was 
raised to 13%, to be the same as the ceiling rate on deposits of one to two years 
maturity. 


Basically, the authorities have responded to the problems which have arisen from 
the inflexibilities of the monetary system by introducing more rigidities into the system 
in an attempt to control monetary growth. Thus, the Bank of Thailand is now left 
attempting to enforce credit controls while maintaining a fixed exchange rate against 
the background of a very rigid interest rate structure. It seems clear that the current 
arrangements will not last long in a volatile world environment and that ultimately there 
will be pressure on the authorities either to introduce further controls, such as controls 
on foreign exchange flows, or to move in the other direction, perhaps floating the 
exchange rate. 


In the meantime, given that the exchange rate is pegged to the US dollar, a major 
problem remains the rigidity of interest rates. Rates in Thailand are generally so rigid 
that by the time they adjust to the changing world financial environment, it is often so 
late that an adjustment in the other direction would be more appropriate. With the 
benefit of hindsight, this can effectively be seen to have been the case in February of 
last year when, after seven months of trying, the Bank of Thailand finally managed to 
persuade commercial banks to lower deposit rates (AMM Vol. 7 No. 4), but at a time 
when the trade account had already begun to deteriorate and only shortly before the US 
Federal Reserve moved back to a tighter money policy. For the slightly longer term, the 
aforementioned move to raise interest rate ceilings on short term deposits is a small step 
in the right direction to solving this problem. As 'fixed' term deposits are not actually 
fixed from the depositors' point of view (being withdrawable on demand), previously 
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deposits tended to be concentrated in the one to two years maturity range as these were 
subject to higher interest rate ceilings. Now, the equality of ceiling rates for all deposit 
maturities between three months and two years should help to prevent this concentration 
of deposits in longer maturities, and make commercial banks more willing to lower 
interest rates when financial conditions warrant a rate reduction. 


For the time being, however, the recent rise in interest rates may again have come 
at an inappropriate time. As mentioned previously, interest rate differentials were 
already very much in Thailand's favour before the rate rise, and speculation against the 
Baht was easing in the wake of the weakening US dollar and the Bank of Thailand's 
obvious commitment to the existing exchange rate vis-a-vis the US dollar. Now, there 
are clear signs that borrowers in Thailand are beginning to turn back to the lower 
interest rates available in overseas credit markets, and capital inflows are growing 
again. With the improvement in the trade account that is expected to follow from 
improved agricultural prices, this suggests that the balance of payments could return to 
surplus. Indeed, preliminary balance of payments figures for the first quarter of the year 
suggest that the overall balance was in small surplus despite a still massive trade deficit, 
of Baht 20 bn. Preliminary figures for March are particularly interesting as they indicate 
an overall balance surplus of Baht 2.29 billion, but no increase in official foreign reserves 
as banks paid back a similar amount of overseas borrowings. Unless there is a further 
significant rise in overseas interest rates then this could become the pattern for the 
year, which would suggest that money growth is likely to remain high. 


The problem here is that even if credit growth remains within the authorities' 18% 
limit for the year, money growth could still continue at levels above 20% if there is a 
large balance of payments surplus, resulting from private foreign borrowing, and hence a 
high rate of monetary base growth. Commercial banks would react to easy bank liquidity 
by themselves paying back overseas borrowings, effectively replacing the foreign 
borrowings on their balance sheet with new deposits. A quick glance at the aggregate 
balance sheet for the commercial banks shows that if commercial banks reduced foreign 
borrowings by, say, Baht 10 bn, as they did in the year 1980 then the 18% credit growth 
limit could still be compatible with deposit growth above 20%. This does not include 
additional deposit growth which could be created by the purchase of other assets, such as 
government bonds, from the non-bank private sector. 


FORECAST : The conclusion is that Thailand could well be in for a third year of high 
money growth. In a monetary sense Thailand has never fully recovered from the sharp 
rise in US interest rates which accompanied the US Federal Reserve's switch of monetary 
policy in October 1979. Interest rates in Thailand still remain at very high levels, having 
never fully adjusted to the sharp drop in US rates in June/July 1982. Hence they still 
have the potential to draw in very large, destabilising, capital flows. Ironically, the Bank 
of Thailand's attempt to control monetary growth through the introduction of credit 
controls may only help to make matters worse by encouraging greater foreign borrowing 
and a still higher rate of monetary base expansion. The Bank of Thailand may be aided in 
its attempt to control monetary growth by rises in overseas interest rates. Otherwise, 
Thailand will experience a third year of money growth close to 25% and undoubtedly, 
ultimately, a very high rate of inflation. 


Asian Monetary Monitor March-April 1984 21 


"%/°2T 40 yyMOUB YUuodwL BuLpea, SydueW 

0} ueak aud uL %9°6T Aq maub squodxa :sasniduns apeuq puodeu s,ueder 

UL UOLZONPeu HuLwooyzu0J Aue JO SUBLS Ma} Bue BuBYyZ Sue} OS. “Pua 

Jeak hq [ara %B 07 %9 By} OF ASLU 0} pazadxXa St Sf BY} UL UOLZe| JUL 

YSLLUM %E 02 YZ punoue ze alqezs uLeuwdu 02 ALAyxLL SL UOLZeL JUL asaueder 

Si- “ueak Slya ua ay} ANOARJ 02 |NULZUOD [LLM ZUNODDe YUauuNd s,ueder UL 

pue SSauaAlzLzedwod adLud UL pudauz ayy ey} Jue SUOLZRILPUL JUBUUND 

Ol- *auowuayzuny “Ssqunodsoe Juadund pue apeu} s,ueder uo sasniduns 

HuLuoabung ay spuodad yoLyM g yueyg UL pazYybr ybry st uak ay} jo 

a SSauUaAL}Lqadwod adtud BuLA[uapun ay, “GET ALaqewLxoudde 03 uah ayy 

40 UOLZeLDaudde jenquara ue Aj dur Kew yotym ‘fuel Lop sp ayy ysuLrebe 

0 SSOUBALLJadWOD |BdLud JO sWua} UL pan|_eAvapuN x%GT 03 dn BuLyqAue st 

uaX ayy eu szsabhns g quey) *,,pan_eAvapun,, aq 03 ALueald suvadde 

uak ayy aouewsojuad JuNODDe JUBUUND puke SazeU UOLZEL JUL BALZELIA 

4$O Sua} UL JEUD MALA OY} WOUJ SASLUe JUawWZULOddesLp sLy| ‘4RLLOP Sn 

ay. ysuLebe uayquny pazeLoaudde you sey uafk ayy ey paquLoddesip sue 
SuO}SaAUL Aue SuaAamMoy *YyZHUadZSs AALZeL a4 S,UaA aYyZ JO a4Lds UT 


ve (42) os 82 92 vl eZ OZ 


OL 


ayes going snuw — Sb 
ayes ijesuah syyw ¢ 


*saLouauund uradoung Auew pue But[uazs qsurebe sybry 
jeiuasajjig ay 1Seleyu] «9 eyg awl [Le 0} pue eLLOp sn ayz ysuLebe yy LeoL,AD mau ke OF BuLsts 
*syquOW XLS 7SB, BY} ABAO WL} pauLeliad sey uah asauedep ayl 


ve z8 08 82 92 be ZZ Oz 8 43} 08 82 QOL vl ZZ OL 


ose 
oze 


062 


092 


t 48)|0g ‘Sf 40d ua, oez 


| / 


Peas, / \ Zz 


j \ \ 

; \ J 

v € 
("4 $SN) YvVS 


002 
aouejeg apesy 


OL 


aouewsojlag epely : g y1eyQ ayey ebueyoxy : y 11ey9 


N3A 3SINVdVvE 


Asian Monetary Monitor 


22 March-April 1984 


YV3A SMOIAIHd 40 HLNOW 3WVS ¥3A0 39NVHO 40 avi: su 
3lve IVANNY Lv a3usnrav¥ ATIVNOSW3S :¥VVS 


XJONI 3D1Wd LHOdX9 + Idd 


Zw ueder 
| oL- 
afiueys jo aje Sy ¢ 
Zw oueder 0 
OL 
02 


*YVVS 


ymoig Aauow Sanejay: 3 y2e49 oe 


f 
Aauauing 


80 


Id3 ‘S1'SA [gg ueder 
pee zal 60 


Z 


OL 


01-1961 
VL 
IdM ‘Sl ‘SA [d] vedere zk 
panjeasaao 
Aouauing EE 


(Sabueys 0381 afueyoxe 10) paysnipe) sseuertjzijadwog adiig +g ey) 


"SL dAa| 
quauund 0} ASOD ULeUaA Sd}eu }SauaqUL Sp We SauiNsse g 4Sedeu04 

*WALt SULPWAA URL LOP ay} UL adUapPLJuOd 

7eyuZ pue ueak Siu JO UapuLeWad ay ABAD SazeU YsauaqUL 
sasteu AL Lenpeubh aruasay [euapay sp ay} 2eUuA Sauinsse YW jSeded04 


22-012 GE2-022 a Lsv3404 
6 vEZ-2°222 | T°Lez-T "Tez | abuey Lenzoy 

. i2- y_LSv93404 
PD unp-Aey dy-"uer peet[ vd eset $SN/uaAl 


1Sv93Y04 WALIVY 
*SuZUOW XLS YX9U ay} ABAD UeLLOP ay. YsULeBe S[ara, yuauund 
PLOY [LLM UaA YZ 7eYZ 9PedLOLQUe PLNOYS SuOJSAAUL “WALLY SULeWaY UPL LOP 
ay} UL BdUaPLJUOD BULpLAOUd yng “eLLOp Sp ayy UL SSaUyeAaM pasL|euauab 
Aue jo AdeLdLJauaq aWlud e aq ‘asunod so ‘pinom uak aul 


‘uedep wous SMOLJ7ZNO LeZLded Yau vazeaub abeunooua Kew 

‘atdwexa uoj ‘zayuew AZLNba s,ueder 02 ssado0e Auedwod ubLauoj paseaiduy 

“snonBique sue syayAPu LeLOURULJ [edDO, JO UOLZESL[eUaqL| [LPUOLZLPpe Ue Jo 

ayxeM BY UL UedeC 02 SMO[J LeZLdeD |ZeALUd UOJ SUOLZedDL | dwWL ay *jOeY 

uJ ‘uak ay2 uL YyZbuedzs vazeaubh ayowoud [LLM sqayueW LeILded asaueder 
wASLLPUOLJCULSZUL,, 02 SauNseall BuLwodyzuoJ 7eYy padoy ALapLM SL I 


*qunodde SaLZLUNd|asS SZL UO ZLOLJapP you e padUaLuadxa 

ueder p86T JO SYZUOW OM} ZSULJ BY} UL UBABMOH *ZLOLJap UNOD.e 

Lezides wuz Huo, you s,ueder jo pulyy auo AL yBnou uo uoLl Liq g°zssn Aq 

sniduns uL sem junodde saLzLunoas seasuano you s,uedep ‘Eeg6T JO uaquenb 

ydunoj ayq Butung ‘salzLunoas asauedep jo saseyound yau seasuaad 

UL BULL[IAP eB UBaq Sey SMO[JINO LeZLded JaU UL aSeaudUL ay} 0} BuLpea| 

40zDef LPUOLZLPpe ue UaAaMOH “ADLLOd AuezZauow sp pauazybh1z sey 

aAdasay [Puapaj ay. 2eY. UOLJdaduad. sqUedLILJUed YaxyueW puke SSM ayy UL 

sazeu ysauaqut Burstu Jo uoLqoaljau e AL Qued AL payqnopun st weak siyy 
4et oS ueder wous SMOLJ9NO LezZLded Wuaz Huo, JOU UL aSeaudUL SUL 


*saLouauund uote uwayzo ysuLebe uak ayy 
UL Yybuauzs uayzuns apadwt 07 ALayLL SL ueder UL ZLOLJap szUaWAed jo 
aoueleq ILseq eB JO adUabuawWa aul “E_GI UL UOLLLLG E°E$SM 4O SNiduns 
squawAed JO aduRLeq ILSeq [e302 & YZLM SauedwWOd SLU] “UOLLLLG T*I$SN 
$O JLOLJap squawAed JO adUeLeq ILSeq e OF Pa| BARY SMO[J3NO LeZLded 
wa} Huo, Aneay 4Nq UOLLLLG g'H$SsN PaLLezO? Sn{duns yunodde YUauuNd 
s,uedep ueak siyy JO SyqUOW dauy SUL} BYR UT “*SMOLJ}NO | eZLdeD 
wa} Huo, yau abue, Aq paduelequazunod uaaq sey yUuNod.e yUauuNd UO 
sn{duns abue, Auar s,ueder ‘ueLLop sp ayz ysurebe wary AL JUapuadapul 
aq 0} anuLjuoOd [LLM uak ayy zeYZ ALayLLUN SL ZL SSSaLayzUaAdH 


23 


March-April 1984 


Asian Monetary Monitor 


vB 


ze 


os 


SeAJaSay jeuo!eUIa,U] 


82 92 


Saniasey jeuoljeusayuy «9 yeYg 


bl (aa oz 


aouejeg apes 


aquewsO}iag apely * gq wey 


' 


2 0} aAOW ayL “seak SLYyz ZOT 0} 4eak ySeL dND JO %yT woud FLOL JAP 
S,}UaWU4aA0H [euapay ayz adNpau 0} pazoadxKa st YOLYM *TZ 49q0}90 
40 yaHpng auz UL PRG 4OJ SauNLpuadxa juUauido[aAsp UL UOLJONPau 
dueys e@ padunouue juawusarob ayy ‘A[3SUL4 ‘YyIMOUH AauowW UO aunssaud 
puemdn [eLjUa}0d ay} BoNpau 07 PaULquiod BAeY SjUalidO|aAap [euUsa}x~a 
pue d1jsawop se ‘ueak siyz zLBbury ayz Jo uolqeroaudde quedijiubls 

2 40 pOOYLLayxLL SSA, SL Juay} 7ZeYZ Sueadde MOU ZL SUBaABMOH 


“(4 yuRYQ Bas) swooq AZLpOWWOD 6/61 pur E/6T 
ay} UL Padundd0 2eY? BSOY} 0} UeLLWLS UOLSO|dxa AUeZaUOW e 02 Pedal 
pue sniduns abuel, oquL squawAed jo adueleq ay} aye} PLNOD *zLILJap 

yabpnq ay aoueuts 02 BuLmousog seasuaro juawusaAch AAeay yzLM Huole 
“salqipommod uersheleW voy sadtud Buouys Burnutquod zeyz uoLzduinsse. ayy 
UO paiedLpaud SeM MALA SLY] *a}Zeu abueYdXa ayy azeLIaudde 0} pal Ley 
(WNG) eLsAe_ey eurbay yueg ay} 4L YZMOUH ADUOW UL SLU Pax4eU B AOS 
[eLquazod ayz sem auayz *ZLOLJap yaHpnq s,juawUsaAOH ayz 40 aZLS ayy 
UL UOLJONpad JURILJLUBLS eB JO adUaSge ayy UL ey paysabbns am (Gg “ON 

ZL “LOA WWY) Aduauund ueLskeley ay} 4OJ FSeIa40J ZSe| uno UT 


“4eL Lop sq Buougs ALL euauah e ysurebe A, AyHi[s HBurqeroaudde ‘ueak 
Sty} Ue} OS ADUaAUND WALLY eB UVvag Sey ZLHbuLy UeLSAeLeW ay] 


vs (42) os 82 ELA bl (Za oz 


228)/09 ‘SN 40d yiGGuiy ershejew (54 


ayey afueyoxz © y 31249 


LISONIY NVISAVIVW 


Asian Monetary Monitor 


24 March-April 1984 


HVA SNOIAJHd 40 HLNOW 3WWS H3A0 39NVHD 40 Jive: SY 
Jive IWANNY Lv aaisnra¥ ATIvNOSVaS « uvVS 


pualy 9 
ps: 
oz 
yd JO 83B1 SyaW EC ov 
Zw elshejew 
| 09 
een \ | *AVYS 
yymoig Aauow aAijejay : 3 32e49 
ve ze os 82 92 vl eZ oz 


panjeasapun 
{ Aauaung ~| 60 


OL 
Ol OL61 

bh 
zh 
eL 
1d3 ‘SN “SA Idd ersdejew 

vb 


panjeasaao 
Aauauing Sb 


adwo9} aig: g e49 


“BULL OJZUL SLAABL BDLud LedO, puke Sp 
Bulug 0} paulnbau azeu abueydxa ay} ‘a°L GQ JueYD UL UMOYS 
SSOUBAL}LZadWOD BdLUd JO UOLZDaLOUd aldwLs eB UO paseq SL g }SedaN04 
*gouequNySLp [eUu4a}X9 UO [PdLZLLOd 
Jofeu e& Jo aduasqe ayz UL azeu ahueyoxe A[ayxL| JSOW sy, YW }PSedeU04 


d@ LSv93u04 
abuey Lenzoy 


y Lswodu0s 


09°¢ 


09°¢ 


EVE “2-S282 "2 SVE CsECE ¢ 


z€°2-92°2 | 2€°2-92'2 
“udy-"uer p61 


WALIY 


Lsw3a4y04 


*aunyny weau au} UL 

Aduassnd Sn ay. ysuLebe ara, JUadund szL wous UPJ apeuq LLLM 7LHbuLy 

aud ZeUy YULYZ OF UOSRdU dL[}ZLL JUaSaUd ye SL Buay. Sasde{ [OD ue|LOp 

SN aud ssa_tun ‘aouaH ‘saduanbasuod AueUoLzeL JUL JNOYZLM UOLSURdXd 

DLwouoda ay} uLeYsNs 0} AZLPLNbL| azenbape A, dwt 0} anuLqzuos 

LLLEM a3eu abueyoxa quauund ayy 7eYd [ees 07 ALAyxLL SL WNG 242 
sqjuauAed Jo aouelLeq ay UL Spua4z pazoadXa UaALH SasLueuUNs OL 


“6/61 pue €/61 UL Pauunddo se yons uoLsoldxa Aueqzauow 
paonput wooq AZLpowmod e Jo uabuep 91341] 3AM Se St auayy *ynd3yno 
[Lo uayBLy pue szuodxa paunzoejnuew Jo adueuuojuad parouduit ayy 
*squodxa ON] Wous S}LJauaq JUNODDe apeuz ayy se ueak siyz BHuLaoudut 
anuLjuod 03 ALayxLL St sniduns apeuz s,ersAkelewW YSLLYyM Ssnyj *AWoUoda 
SN aud UL UMOPMOLS & JO Sua} WOUJ BULWasjNs OS|_e SL UaquLd pue adLud 
UL UaLLeJ ALQUadau Sey uaqqny ‘weak yselL JO UaqUeNb puodas 9Y} BdULS 
Aempeay a[47L[ apew adey saLzLpowwod ueLshelewW 4ayiO (PRg6l Auenuer 
pue €g6I aune uaamjzeq adLud UL paldiuz [LO wWled) abevaae s,ueak yse| 
uey. uaybry AL dueys st [Lo wyed Jo adtud Juauund ayy aLLyM “weak 
sty} JO asunod ay BuLunp ysea, ye SAL JuedLyLuBLS astu 02 ALayLL ssaL 
Jdeadde mou sadtud AjZLpowwod ueLsAelep ZeYR SL 4wOJDe} PUOd|S sy] 


*X{payuew Burstu wouf sniduns squawAed jo aoueleq |, e4uaAO ayy JUaAdud 
pue aoueleq apeuz ay} UL JUAaWaAOUdWL pazdedxXa ay. Jasjjso AL qued 

LLEM SMO[JUL LePLdeD LELOLJJO UL LLB SLUZ SSBDLAUaS UO BdURL eq 

qau s,eLsheleW UL UOLZeUOLUaZapP panuLzUOd ay? YILM Buoly “sueak 

OM} 3Sed ay} JO (Uq G$W PUNoUe) SjLaAa| YBLYy ASA |YA wWous SHULMO.Og 
SPaSUBAO BONpad 0} JUAllU4aACH ay. alqeua plnoys AdLLod Leosts 4waqybry 


25 


March-April 1984 


Monetary Monitor 


Asian 


SeAsesay jeuoleusazu| 


so 


0 


— 


st 


oz 


sz 


oe 


se 


S@AlaSoy jeUoljeusa}U] «9 WeY4D 


aouejeg apes) 


| (#982 pasijenuue) uq gs 


aauews0j1ag apes]: g 31249 


*squawiauLnbau aAuasau 
;syueq LeLouvawlod UL asPauduL pavabhbezs e pue ‘yxuUeg [P4}Ua) 94} 07 
sidiadau abueyoxa ubeuoj [Le LLas syueq [eLIVaWWOD ey quaweau Lnbau 
e *squoduit LeLjzuassa-uou uo sueq ‘qap uBbLav0jy 4O squauiAedau uo 
wnLuozesow e& *(Y3G 49GOIDQ UO) OSad ay} JO UOLZENLeASP %p*TZ & B49M 
YDLYUM JO JUeZYOdWL ysoW ay ‘sUoLzeBLL GO Jqap S}L UO BuLz[NeJap Wos4 
sauLddt{ Lud ay} JUaA2dd 07 JUOJJo UP UL SaUNSPall SLSLUD azeHLySsuL 04 

© 49q0109 UL SyUeg [P4jUa) By} ped40J SaAuasau UBLavo} JO YDEL BY) 


“SdAUBSAA [PLILJJO JO S}UAWa}e}S4aAO 
yueg [euqua) JO 2[Nseu e se padeidau sem ‘eXe] auiLer ‘yxueg [e4zUd) 
ay} 40 peay snOLAaud ayy Auenuer ut ‘suolqerzobau yw JO peaye 
$.UaWa}ZeSUBAO BAUBSAA SNOLAVUd JO UOLJIaW4OD YURg [e4}ZUa) e SPM YONW 
moy pue ‘ouLnby oubLuag JO uoLzeULssesse 3sTz ysnNBny yz Burmol os 
S40ULpaua Aq aouapLjuod JO SSO, e 07 ANP sem [Ley Sty JO YONW 
Moy 4BBLD OU SL 7L YBnoyzLe ‘W OOH$SN ALUO 07 UG PO"Z$SN WOus LLAJ 
SdAUBSAA [PLILJJO paquodau ,SauLddL [Lyd B4yz seek ySe| A9qoZ2Q-pua pue 
ysnbny-pua uaamjeg “SaAuasau abueyoxa uBbLauoj LeLdLsso s,Auqunod 9y3 
40 uoLzatdap [e303 sole ayy Aq pavabb1iuz ‘sisLud DLwWOU0da a4aAas 40 
aqejs e& UL Uaaq Sey sauLddL{ Lyd ayy Ueak SPL JO 49qG0}D9 BdULS 


vs ze os 82 92 LZ (Zi OZ 


00% 
ost 
ool 
Ov 


ovat 
48/19 "$'] 29d OSeq eurddijiyg 


o'oL 


oey Obueyoxg y yey oY 


OS3d INIddITIHd 


Asian Monetary Monitor 


26 March-April 1984 


HW3A SNOIAIHd 40 HINOW 3WVS Y3A0 39NVHD JO 3LVd : SY 
ive IWANNY LV Galsnray ATIVNOSV3S : uvyS 


ewsn 4 


/ 


7 ices ° 
| ; 
ta! ~ . 
|| ” eee \ hn, 2 | sf oz 
fi he, os \Pe} \ 
} : ua 
| V¥e, Ni i Ov 
efueys yo aj. sym Ee o9 
Zw seurddijiyg 
%UVVS 
yymoly Aauow aaiejay: 3 ye49 
vs ze os 82 92 vl tL Ol 


{ panjeasapun Aauaiing 


OL 
fdM  Sourddiyiyg O1=(Nocer | bE 
aL 
er 
VL 
Le 


panjeasaao 
{ Asuaung 4 9'L 


(SeBueyd 93) afueyoxe 10; paysnipe) ssauaaijnedwoy aaig : gq 11249 


“BULL OJUL SLAABL BdLud [eDO0, pue SH 
Bulag 0} pautnbau azeu abueyoxa ay} ‘a*l Gg quey) UL UMOYUS 
SSOUBALZLJZadWOD |BdLUd Jo UoLzZOaCOud aldwLs e UO paseq SL 


‘aqeu abueyoxa ALayxLL PSOW aU 


i 
O*vT O*vT-O°IT 
0°S2-0°02 | 0°02-0°tT 


g }seda404 
VY 3Se0a404 


@ Lsvd4404 
abuey Lenqoy 


Y LSWO3SYOs 


| gd) —s_aunc-Aew | ‘ady-‘uer peer | pd 861 $sn/e 
Tsv¥)au04 TWhldW 


*auo zeYyy ueYyy Yabuel AL JURdLJLUBLS aq 

0} pajoadxa aq ysnw uoLyen_eAap BuLlwod ay} aduaH ‘UuoLzZeL JUL YaYybLY 

Aq 3no padim uaaq Apeaule aAey UOLZeNLeASP waqgo dN ay} JO SiLjauaq 

au} *sazedtpuL g yueu) uo AzLued uamod BbuLtseydund so dzeWLySa ayy Sy 

¢aq UOLZENLeASp ayy LL LM abue_ MOY SL Pauamsue aq 0} UOLYSaNb A\UO 

ay} aduay pure *U0OS 4DasJa Bye? PSNW YOLUM UOLZeNLeASP abuel, vayzuny 

e@ uo BulySLSUL SL 4WI SUL “4WI 242 YZLM paydeau BuLaq yUaWaeube 

ue uodn juapuadap aue ydLymM Jo LLe fuq E’Ees$sp Butt Leo. sbuLmousog 
LeuorzeudazuL Burzerqzobau AjYUauund st saurddt[ Lyd aul 


*4aeak-u0-ueak %/€ 02 

uastu pey Auenuga4 Aq yoOLym uolzelsuL uL abuns e Aq pamo|Loj uavaq sey 

pue uazuenb yzunos ayz BuLtunp TW uL yymMoub xge e Aq patuedwoose sem 

aseq Auejauow ay} JO yYMOUH SLY] “SUOLINZLISUL [BLOURULJ PassauqSLp 

0} }Lpeud yuRg [eujUa) UL aSLU dueYys e pue ZLOLJap yabpng ayq yo 

UOL}ESLJOUOW JO ZLNSau e se aUuO[e uaqzuRNb Yse{ ay} UL (pasL|enuue-uoU) 

%6°9¢ Aq MauB aseq Auejzauouw (paysnfpeun) ay, ‘uoLso_dxa Aueuolzel sur 

pue Aueqauow e& paquaAaud jou aAey Kay. SuayHry A, dueys sazeu 

ysauaqzut BuLysnd ALpinbi, yueq uo azeanbs auaras e UL pazLNsau aAey 
SjUawauLnbau aduasad UL SaseauoUL ayz YBnoyzLe *ALazZeUNQUOJUH 


*aseq Aurjyauow ay} UL SaseauduL Aq paoueuLs 

aq 02 pey ZLILJap S,PUaWUAaAOH aYyz ‘4aqoZDQ uazye ALL LGLSsod 

® SUOL}dO OM} BSaYy} JO UaYyZLEU YZLM “SaAuaseu UBLauoJ JO SUMOPMeUP 

4o Burmousog ubLauoj vuayzta ybnouyz padueulrs ALazewrzpnN ALaALqoajssa 

uaaq pey 2LOLJap yabpng s,juamuU4aACH ay. SLSLUD BY. OF UOLud 

se Wa[{goud [eLjzUuazod sNOLAgO ue Sem SLUL “UOLZRLJUL-4vadAY e OFUL 

Burdo[arap Wous SLSLUD YGap ay} JUaAaUd 07 YdwWaz}Ze Ue UL Pauap4o auaM 

- MOU %z 0} ysNbny UL YT WOUs OLZeU dYZ UDyxeZ BAPY YOLYM - OLZeA 
BAUaSaA PadLNbau ,syueg [PLIUVALWWOD ay} UL SaSea4dUL BALSSIIINS 


27 


March-April 1984 


Asian Monetary Monitor 


EXCHANGE RATES IN THE FAR EAST 
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REGIONAL SURVEY 


REAL EFFECTIVE EXCHANGE RATES FOR 10 EAST ASIAN 
ECONOMIES 


In future editions of Asian Monetary Monitor we will be including in the exchange 
rate forecasts for each country a chart of the real effective exchange rate. These charts 
will replace the current charts entitled 'Price Competitiveness (adjusted for exchange 
rate changes)'. As we have always placed a fair degree of emphasis on purchasing power 
parity in our exchange rate forecasts (often including a purchasing power parity estimate 
as an alternative 'forecast B' for the exchange rate) this note is intended to explain the 
rationale for this change in terms of the economic theory underlying the purchasing 
power parity theory of exchange rate determination, and the methodology of our 
calculation of the real effective exchange rate. 


The real effective exchange rate for any one country. is a weighted index of the 
exchange value of that country's currency in terms of the currencies of its major trading 
partners, adjusted for relative changes in price levels and weighted according to the 
volume of trade transacted with each trade partner. Hence the real effective exchange 
rate (REER) is simply a trade weighted index of price competitiveness adjusted for 
exchange rate changes, which extends the purchasing power parity concept from 
including only one currency (in our case the US dollar) to including the currencies of all 
the.major trading partners of the country concerned. Each REER index has been set to a 
base of 100 so that a rise in the index above 100 signals that the country's currency is 
becoming overvalued relative to its trade weighted purchasing power parity estimate, 
and a fall below 100 indicates that it is becoming undervalued. Other things being equal 
a rise in the index can occur if the country's exchange rate vis-a-vis a major trading 
partner rises or if its inflation rate rises relative to a major trading partner, while the 
index will fall if the exchange rate or relative inflation rate falls. 


Hence the basic rationale for including an estimate for the real effective exchange 
rate in a currency forecast is the same as for including a purchasing power parity 
estimate i.e. that over long periods of time one should expect a country's real effective 
exchange rate to tend back to 100, representing its purchasing power parity level. The 
simple theory behind this is that if the prices of goods in country A rise relative to the 
prices of goods in country B then the residents of country A will tend to purchase the 
relatively cheaper goods produced by country B. These purchases will represent a 
deterioration in country A's trade balance and will lower its exchange rate to the point 
where its international price competitiveness is restored. 


The forces which operate to bring an exchange rate back to its purchasing power 
parity level thus depend, in theory, primarily on the influence of relative international 
competitiveness on trade flows. Trade flows can be distorted by barriers to the 
international movement of goods (e.g. transport costs, tarrifs, quotas etc.) and this can 
lead to exchange rates deviating from purchasing power parity estimates. Much more 
importantly, prolonged divergences between exchange rates and purchasing power parity 
levels can occur as a result of international trade in financial assets and other 
investment flows. If an economy enjoys a persistent surplus on the capital account of its 
balance of payments, for instance, then that country's exchange rate might be expected 
to trade above the level suggested by the purchasing power parity theory. Although such 
divergences can indeed persist for long periods of time and be largely independent of 
business cycle influences, nevertheless empirical studies have shown that historically 
exchange rates have tended to fluctuate around purchasing power parity estimates over 
time. 
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The economic mechanisms which tend to align an exchange rate with its purchasing 
power parity estimate need not always involve an exchange rate movement only. This 
most obviously occurs when the Central Bank fixes the exchange rate. Then price levels 
in the economy will adjust to the exchange rate as Central Bank support for the currency 
peg impacts upon domestic money supply and acts to bring price levels into line with 
whatever is necessary to maintain a balance of payments equilibrium. Another way in 
which prices may appear to adjust to the exchange rate can occur when the currency is 
floating. Financial asset prices are generally more sensitive and respond more quickly to 
economic policy than goods prices. Hence, for instance, if the Central Bank of country A 
adopts a restrictive money policy then this might act to depress financial asset prices in 
the economy and draw in capital flows from country B. This will raise country A's 
exchange rate and make its currency appear temporarily overvalued when compared to 
relative goods prices in the two economies. The prices of goods in country A will fall 
with a lag as the effects of the restrictive monetary policy percolate through country A's 
economy. 


In reality, there are certain assumptions implicit in purchasing power parity theory 
which mean that a purchasing power parity estimate for an exchange rate has to be 
carefully interpreted. Most notably, the practical application of the purchasing power 
parity theory of exchange rate movements effectively assumes that the prices of a 
country's traded goods are determined in its own economy, and that there is a degree of 
substitutability between traded and non-traded goods which allows price changes to be 
transmitted across the spectrum of goods produced in the economy. An example of an 
economy which does not fulfil these assumptions is Malaysia. Roughly three quarters of 
Malaysia's exports are commodities, the prices of which are determined in world markets 
and which are consumed to only a limited extent in the domestic economy. In Malaysia's 
case the prices of domestically consumed goods have little implication for the prices of 
traded goods and a rise in traded goods prices (i.e. commodities) will not be a sign of 
decreased international competitiveness but a sign of increased world demand for 
Malaysia's output, which is more likely to be associated with a rise rather than a fall in 
the Ringgit exchange rate. 


Nevertheless, despite inherent problems a purchasing power parity estimate for an 
exchange rate is a useful tool in currency forecasting as it does provide a benchmark 
which can determine when an exchange rate has become too far out of line with relative 
price trends. In this respect a real effective exchange rate is superior to a straight 
purchasing power parity estimate based on a single exchange rate, because the latter 
places equal emphasis on two economies whereas the real effective exchange rate 
emphasises economic factors in the country under consideration alone. 


This is best seen by means of an illustration. Charts | and 2 indicate, respectively, 
the movement of the Singapore dollar exchange rate vis-a-vis the US dollar relative to 
its estimate of purchasing power parity against the US dollar, and the Singapore dollar's 
real effective exchange rate. Chart | appears to indicate that the Singapore dollar 
became increasingly undervalued between 1981 and 1983 whereas in past issues of AMM 
(see AMM Vol. 7 No. 5) we have suggested that the increasing overvaluation of the 
Singapore dollar contributed to Singapore's balance of payments deterioration in 1983. In 
fact, as Chart 2 shows, the Singapore dollar did become increasingly highly valued over 
the 1981-1983 period when measured against the currencies of Singapore's major trading 
partners, and Chart | really only indicates that the US dollar became generally 
overvalued during these years. 
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SINGAPORE 
CHART 1 : SINGAPORE DOLLAR RELATIVE TO PURCHASING POWER PARITY ESTIMATE 
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There are a number of practical problems to be tackled in the calculation of a 
country's real effective exchange rate. Given that the real effective exchange rate is a 
weighted index of exchange rates, the most obvious problem is how to weight the 
constituent component exchange rates. In our calculations we have chosen to consider 
only domestic exports, rather than total trade, in the calculation of weights. There are a 
number of reasons for choosing to do this, but the decision to use only domestic export 
weightings can be broadly justified on the grounds that the majority of the Asian Pacific 
Rim economies are either LDCs or NICs for which export competitiveness, rather than 
import substitution, is the economic driving force. For many of the East Asian 
economies a large proportion of imports still come under the 'essential' category. If 
imports were included in the weightings, a particular problem would be posed by oil 
imports as the cost of these imports is determined on world markets rather than by 
exchange rates and inflation rates in the Gulf states. 


The major problem is deciding how to arrive at the appropriate export weighting to 
be allotted to the country's exchange rate vis-a-vis the currency of each major importer 
of the country's goods. The determinants of the volume of bilateral trade between two 
countries can be broken down into two major categories: price and non-price. For the 
first factor it is clear that if country A becomes more competitive than country B's other 
suppliers of a particular good, then country B may begin to import more of the good from 
A, thus making B a more important trade partner of country A. But B may also become a 
relatively larger importer of A's goods if, for instance, B advances to a higher stage of 
economic development and the composition of its imports changes or, alternatively, if 
political ties with country A improve. An example of this second type of 'non-price' 
determinant of trade flows might be the trade between Hong Kong and China. In 1978 
PRC imports from Hong Kong were virtually insignificant but by 1983 China had become 
the fourth largest importer of Hong Kong produced goods. 


Ideally, in this second case, one would want to capture the increased importance of 
country B as an importer of A's goods by increasing the weight attached to the rate of 
exchange between country B and country A's currency in the calculation of country A's 
real effective exchange rate. However, in the first case, the weight attached to the 
exchange rate of country B should not be increased as in this example the increased 
competitiveness of country A is a reflection of the fact that its exchange rate is 
becoming 'undervalued' compared to relative inflation rates in the two economies. This 
then, will be captured in the calculation of A's real effective exchange rate as a fall in 
the index below 100. Theoretically, any movement of country A's real effective 
exchange rate back to 100 as a result of an appreciation of A's exchange rate or rise in 
A's inflation rate should then reduce A's exports to B back to the level suggested by the 
weighting. 


In practice it is not possible to isolate price from non-price determinants of trade 
flows and one is left with the choice of averaging exports over a number of years to 
arrive at trade weights for each country, or choosing one particular 'base year's We have 
chosen the latter method in the belief that averaging will tend to incorporate changes in 
trade flows which result from changes in price competitiveness in the allotted 
weightings, and hence could undermine the value and accuracy of the real effective 
exchange rate calculation. We have therefore attempted to choose 'representative' years 
for base years for each country's real effective exchange rate. Nevertheless the method 
does have the drawback mentioned above and thus, for instance, the exchange rate for 
the remnimbi is not a constituent of our real effective exchange rate index for the Hong 
Kong dollar, even though the People's Republic of China is the fourth largest importer of 
Hong Kong goods. We have used the eight major importers of each country's goods at the 
base year, as set out in table 1, which also shows the base year and trade weightings 
which have been given to the exchange rates of each country. 


Asian Monetary Monitor May-June 1984 5 


TABLE 1 
COMPONENTS AND WEIGHTINGS OF AMM REAL EFFECTIVE 
EXCHANGE RATES 


JAPAN ~~ S.KOREA TAIWAN HONG KONG N.ZEALAND 


BASE YEAR 1970 1975 1970 1972 1976 


Component 
Exchange Rates 


US Dollar 
Japanese Yen 
German Mark 

UK Pound 

Hong Kong Dollar 
Australian Dollar 
Dutch Guilder 
Singapore Dollar 
Canadian Dollar 
New Taiwan Dollar 
Korean Won 
French Franc 
Saudi Riyal 
Indonesian Rupiah 


INDONESIA MALAYSIA THAILAND PHILIPPINES SINGAPORE 


BASE YEAR 1971 1970 1972 1971 1975 


Component 
Exchange Rates 


US Dollar 
Japanese Yen 
German Mark 

UK Pound 

Hong Kong Dollar 
Australian Dollar 
Dutch Guilder 
Singapore Dollar 
Canadian Dollar 
New Taiwan Dollar 
Korean Won 
Malaysian Ringgit 
Thai Baht 

Italian Lira 
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Another very important consideration in the choice of the base-year, and one which 
has to be addressed in any method of purchasing power parity estimation, is the question 
of starting conditions. As the exchange rate at the base year chosen represents the 
benchmark against which the degree of a currency's over- or under-valuation is to be 
measured, then the balance of payments in that year must be seen to be in rough 
‘equilibrium'. In practice, this is very difficult to ascertain and the real effective 
exchange rate ruling at any one time is best compared to that ruling in a number of years 
and not just the '100' level ruling in the base year. 


Bearing in mind the above caveats, the complete formula for the calculation of a 
country's real effective exchange rate is set out below: 


8 
a ER(I/A) t * CPI(A) t CPD) @__* Wi 
REER(A) T= 10082 CPD t : CPI(A) 8 * ER(I/A) 8 


In this formula 'ER' is an abbreviation for 'exchange rate', 'CPI' for consumer price 
index, subscript B represents the base period and T the current period, A represents the 
country under consideration and I each of its eight major trading partners, with W I 
representing the export weight allotted to each partner's exchange rate. The first part 
of the formula is the important part, representing as it does those components of the 
calculation which determine changes in a real effective exchange rate from one period to 
the next, namely the consumer price index of the country concerned, its exchange rates 
vis-a-vis its trading partners and the consumer price indices of those trading partners in 
any one period. The second part of the formula merely represents an adjustment which 
indexes all the exchange rates and consumer price indices to the same value at the base 
period. It can easily be seen that at the base period, i.e. when T=B, the right hand side of 


the equation reduces to 
8 
100 * > WI 
I=1 


As the sum of the WI necessarily equals one this simply tells us that the real effective 
exchange rate is indexed to 100 at the base year which is necessarily true and explains 
the need for the adjustment factor in the equation. 


Charts and tables for the real effective exchange rates of ten Asian Pacific Rim 
economies are included on the next six pages. These charts, along with the chart for 
Australia, will be included in future editions of AMM as an additional input to our 
exchange rate forecasts. 
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TABLE 2 


REAL EFFECTIVE EXCHANGE RATES FOR 10 EAST ASIAN 
ECONOMIES 1970 - 1983 ~ 


JAPAN S.KOREA TAIWAN HONG KONG N.ZEALAND 

YEN WON DOLLAR DOLLAR DOLLAR 

BASE YEAR _ 1970 1975 1970 1972 1976 
1970 I 100.7 134.4 97.7 96.7 108.5 
2 99.8 133.8 99.3 96.4 108.4 

3 98.3 132.5 102.8 99.0 108.8 

4 100.9 133.6 99.9 97.3 111.0 
19711 100.6 136.7 98.7 96.4 113.0 
2 101.3 133.3 97.2 94.2 113.0 

3 105.7 119.3 92.0 97.3 113.6 

& 113.3 115.8 83.9 95.6 113.7 

LOT 2 117.7 113.2 85.9 98.7 113.0 
2 119.1 1S WA Soa 93.1 99.2 112.8 

3 119.8 111.9 97.9 100.7 113.7 

4 121.2 108.9 89.5 100.9 114.1 

Cyc aa | 130.6 101.5 93.8 108.8 115.4 
2 138.6 96.2 95.9 113.1 114.7 

3 138.7 94.2 98.0 121.8 119.8 

4 134.5 96.7 104.1 118.7 126.8 

1974 1 134.9 104.2 120.3 123.3 124.6 
2 138.0 109.8 129.6 120.0 122.7 

3 131.6 109.5 131.6 120.5 121.2 

4 133.8 103.0 130.6 121.0 114.7 

i975: 1 137.8 91.7 126.3 117.6 114.1 
2 138.7 98.2 126.3 111.8 113.7 

3 136.0 104.3 127.9 110.7 103.2 

4 135.7 105.8 125.8 111.4 98.1 

1976 1 138.1 105.8 124.2 111.4 99.7 
2 141.7 107.4 123.7 114.6 100.1 

3 144.7 106.8 121.2 116.1 101.5 

: 145.6 107.2 119.0 118.3 98.6 


* Based on consumer price data for each country. 
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Quarterly Averages of Monthly Data 


JAPAN S.KOREA TAIWAN HONG KONG N.ZEALAND 

YEN WON DOLLAR DOLLAR DOLLAR 

BASE YEAR 1970 1975 1970 1972 1976 
1977 1 151.8 106.9 118.7 120.7 99.1 
2 157.1 106.4 118.9 117.2 100.8 

3 159.6 107.6 122.9 117.3 102.6 

if 172.9 104.2 117.4 113.4 103.7 

1978 1 178.6 106.1 115.8 113.7 104.2 
4 192.5 105.3 114.9 112.5 104.0 

3 214.9 104.2 118.2 109.7 103.8 

& 210.7 104.7 119.4 105.9 104.6 

1979° I 190.4 109.6 119.2 105.4 105.5 
2 174.8 117.2 121.8 101.4 105.7 

3 170.2 117.0 123.4 101.3 103.3 

4 153.4 121.2 123.7 103.3 103.7 

1980 4 148.6 110.8 127.2 105.7 103.7 
2 160.8 108.1 126.4 103.8 101.7 

3 164.6 106.8 130.7 104.3 101.9 

4 169.6 105.6 135.1 102.2 101.8 

1981 1 169.1 108.4 137.3 103.1 101.7 
2 159.6 112.8 139.9 104.1 101.8 

3 148.9 119.3 140.0 99.6 102.5 

4 155.5 113.0 132.6 101.8 101.0 

1982 1 145.8 113.9 135.1 103.3 102.3 
2 142.0 112.7 132.2 105.3 103.9 

3 132.6 114.5 131.5 103.2 106.3 

4 138.2 112.8 126.5 96.1 107.6 

1983 1 147.6 110.8 124.4 99.6 105.3 
2 148.0 108.6 125.8 95.0 100.3 

3 146.0 107.9 126.5 90.0 101.0 

4 152.0 102.0 125.4 91.4 100.7 
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TABLE 2 Continued 


REAL EFFECTIVE EXCHANGE RATES FOR 10 EAST ASIAN 
ECONOMIES 1970 — 1983* 


INDONESIA MALAYSIA THAILAND PHILIPPINES SINGAPORE 


RUPIAH RINGGIT BAHT PESO DOLLAR 

BASE YEAR _ 1971 1970 1972 1971 1975 
1970) al 127.7 101.4 117.1 112.7 90.8 
2 107.5 99.9 115.4 96.0 89.3 

3 107.3 99.7 114.0 97.2 89.1 

4 105.7 99.0 111.8 96.7 87.9 

1s fe eee | 111.2 99.3 110.2 99.0 88.7 
2 106.8 97.1 109.2 98.3 87.0 

3 94.1 95.7 107.1 102.1 86.2 

4 88.7 95.9 104.0 100.8 85.8 
LOZ el 87.9 96.4 99.8 99.9 86.0 
2 85.8 96.4 99.4 93.2 84.8 

3 83.5 97.3 99.4 97.7 85.7 

4 94.9 96.9 101.7 93.6 86.5 

i he ea 93.0 97.8 97.2 88.5 87.6 
2 90.3 99.3 93.5 88.1 92.1 

3 94.4 104.5 93.3 93.0 100.8 

4 101.8 104.6 98.4 98.9 101.2 
1974 1 114.4 104.4 102.3 105.0 103.7 
2 115.5 103.9 104.0 107.0 101.1 

3 118.6 104.6 105.6 114.6 101.5 

4 120.6 105.0 102.4 108.8 104.9 
197). 120.7 105.9 98.2 105.2 105.5 
2 123.7 102.8 99.2 103.0 102.3 

3 129.5 96.3 102.4 97.6 96.8 

4 135.8 94.1 102.4 96.5 95.4 
1976 1 141.2 94.8 102.2 97.4 93.5 
2 142.6 95.2 100.7 97.9 91.3 

3 145.4 96.6 98.6 97.7 89.2 

4 146.1 95.3 98.7 96.0 89.1 


* Based on consumer price data for each country. 
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Quarterly Averages of Monthly Data 


INDONESIA MALAYSIA THAILAND PHILIPPINES SINGAPORE 


RUPIAH RINGGIT BAHT PESO DOLLAR 

BASE YEAR 1971 1970 1972 1971 1975 
VA Ast 143.0 95.6 96.0 95.9 87.6 
2 141.3 93.7 97.2 94.1 84.9 

3 141.8 93.7 97.1 95.3 86.0 

4 137.4 93.5 94.3 93.6 86.0 

1978 1 133.5 91.8 92.2 91.3 86.7 
2 129.2 89.6 92.3 88.5 84.3 

3 120.7 89.0 89.2 87.0 84.8 

4 92.7 9.1.6 87.7 87.6 86.4 

L972) 87.8 91.3 88.6 89.5 85.7 
2 96.5 91.2 91.8 96.9 84.7 

3 100.5 90.8 93.7 100.5 85.8 

4 105.2 90.6 97.5 103.5 86.3 

1980 1 107.7 90.0 101.2 104.9 85.1 
Zz 105.1 86.7 101.9 101.1 83.8 

5) 105.7 87.6 100.1 101.3 83.8 

4 106.7 85.4 100.2 101.2 84.3 

1981 1 109.3 84.5 103.4 100.4 85.3 
2 113.5 85.8 108.1 100.7 87.2 

3 117.6 86.8 101.0 105.2 91.6 

4 112.1 86.5 97.5 101.2 91.4 

E982)" ol 120.5 88.4 100.8 106.9 92.1 
2 119.8 89.3 101.7 105.7 90.6 

3 124.2 90.9 104.5 109.1 90.4 

4 119.9 91.4 105.8 102.5 90.3 

1983 1 107.2 92.8 101.7 96.2 93.5 
2 88.5 91.9 105.0 92.3 92.6 

3 91.3 92.2 108.6 89.0 92.7 

4 88.5 104.4 76.9 92.1 
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AUSTRALIA 
A CHANGE IN DOMESTIC INTEREST RATE TRENDS 


Australian interest rates have declined quite sharply over the last two years. The 
cyclical peak in both long and short dated Australian interest occurred during the second 
quarter of 1982. Three month Treasury Bills yielded more than 19% in May of that year, 
whilst the yield on ten year Federal Government securities had risen to a high of 
approximately 16 1/2%. Since then, Australian interest rates have fallen in an irregular 
and volatile manner with, for example, three month Treasury Bill yields declining to & 
1/2% in December 1983, their lowest level since early 1979. 


The Fundamental Macro-Economic Influences Underlying Declining Interest Rates During 
1982 and 1983 


There were essentially two fundamental developments underlying the cyclical 
decline in Australian interest rates during the second half of 1982 and during 1983. First, 
the domestic economy weakened throughout 1982 and the recession brought about 
reduced private sector credit demands and a cyclical decline in inflation. Second, 
Australia enjoyed a substantial surplus on its overall balance of payments during 1982 and 
1983. This external surplus occurred at a time when the Reserve Bank was implementing 
a managed exchange rate policy which implied that the central bank was persistently 
intervening in the foreign exchange market to sell Australian dollars. As a result of the 
external surplus, therefore, the Reserve Bank's foreign exchange market transactions 
effectively eased local money market conditions, encouraging downward pressure on 
domestic short interest rates. 


Although in theory one may legitimately separate the domestic and external forces 
for lower interest rates, in practice these two influences combined to produce a cyclical 
decline in Australian interest rates. This may be illustrated with reference to Chart l. 
During the 1980-1983 period the Reserve Bank used its authority to manage the external 
value of the Australian dollar as the principal instrument for controlling domestic 
monetary growth. Throughout 1980 and the first three quarters of 1981 the Australian 
authorities were confronted with strong growth in the domestic economy, above target 
monetary growth and rising inflation. The Reserve Bank's policy response was to 
appreciate the Australian dollar against its Trade Weighted Exchange Rate Index. By 
doing so, the Reserve Bank evidently intended to encourage a deficit on Australia's 
overall balance of payments, hence slower growth in the external (or balance of 
payments) source of the monetary base and, ultimately, slower growth in the domestic 
money supply. The Reserve Bank was,'in effect, trying to orchestrate a squeeze on. 
domestic monetary growth by manipulating the exchange rate. 


The consequences of this policy are illustrated in Chart 1. The gradual decline in 
Australia's foreign exchange holdings throughout 1981 and the first quarter of 1982 - 
which was brought about by an overall balance of payments deficit - suggests that the 
Reserve Bank had appreciated the Australian dollar to "too high" a level on the foreign 
exchanges. This policy successfully tightened domestic monetary conditions; short term 
interest rates rose sharply and monetary growth declined. 


By the second quarter of 1982 however, the domestic economic background against 
which the Reserve Bank had to formulate exchange rate policy was changing rapidly. 
Interest rates had risen to record levels and although inflationary pressures were still in 
evidence - consumer prices rose by 11.5% in the year to March 1982 - there were 
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Australia : Chart 1 
My, Foreign Reserves, Exchange Rate and 13 week Treasury Bill Yields 
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AUSTRALIA 
CHART 2: MONEY, OUTPUT, AND PRICES 
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increasing signs that monetary growth had been subdued and that the real economy was 
weakening. M3 growth had apparently stabilised at close to the 10%-12% target level 
whilst M1 growth had plunged from 15.5% in December 1980 to 2.4% (year-to-year) in 
April 1982 (see Chart 1). In addition, industrial production plunged 4.6% between the 
final quarter of 1981 and real (non-farm) GNP fell 0.7% in the first three months of 1982. 


The Reserve Bank was thus faced with a straightforward choice in deciding upon an 
appropriate exchange rate policy. Either it could maintain the Australian dollar 
exchange rate at existing levels, adding further downward pressure both to domestic 
monetary growth and to real output, or it could alleviate the restrictive conditions in 
local money markets by depreciating the Australian dollar on the foreign exchanges. 


In the event, the Reserve Bank adopted the latter course of action and in doing so 
it laid the foundation for a cyclical decline in interest rates. The depreciation of the 
Australian dollar - at a time when recession in the domestic economy was encouraging a 
reduction in the current account deficit (see Chart 3) - led to a swift improvement in 
Australia's overall balance of payments. (This is illustrated in the dramatic rise in 
Australia's foreign exchange holdings shown in Chart |.) The transition from an external 
deficit to an external surplus, in an economy where the exchange rate is pegged or 
managed (as was the case in Australia) represents a transition from an environment 
where the external account acts to restrain liquidity to one where the external account is 
acting to stimulate domestic liquidity. This transition occurred, moreover, at a time 
when the economy was in recession and when domestic credit demands were weakening. 
Thus both external and domestic macro-economic influences combined during 1982 to 
bring about a cyclical decline in interest rates. : 


Although private sector credit demands remained weak during 1983, and although 
consumer price inflation declined from 11.5% to 8.6% over the course of the year, the 
trend in domestic interest rates during 1983 was dominated by external considerations. 
Legitimate fears over an outright Australian dollar devaluation early in the year brought 
about a temporary overall balance of payments deficit and sharply higher interest rates 
during the first quarter. Thereafter, however, the cyclical decline in interest rates 
resumed. The driving force behind the continued decline in short interest rates was the 
maintenance of very large balance of payments surpluses during a period when the 
Australian dollar was a managed currency. During 1983, Australia's overall balance of 
payments surplus measured A$3.4 billion, compared with A$3.0 billion in 1982, leading to 
further increases in Australia's international reserve holdings (refer to Chart 1), a 
sizeable increment in the supply of base money and additional downward pressure on the 
domestic yield curve. The Reserve Bank, aware of the stimulatory impact of large 
external surpluses, took steps to appreciate the Australian dollar but their actions proved 
insufficient to stem the balance of payments surplus. With private sector loan demand 
remaining at depressed levels during 1983, the stimulus to generally lower interest rates 
arising from a large external surplus led to steady or reduced yields on Federal 
Government obligations even in the face of a sharply rising Federal Government deficit 
(see Chart 4). 


The Fundamental Macro-Economic Factors Likely To Lead To Higher Interest Rates 


A period of cyclically rising interest rates in Australia starting either this year 
or in 1985 is likely to be unusual, compared with previous Australian business cycles, in 
one important regard. Unless the Reserve Bank reverts either to a managed or to a 
pegged exchange rate policy the position on Australia's overall balance of payments will 
not have a direct impact on the cyclical trend in the level of local interest rates. 
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AUSTRALIA 
Chart 3 
Current Account, Balance of Payments and Trade- weighted Value of A$ : 
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AUSTRALIA 


Recent Balance of Payments Statistics 


Trade Current Net Apparent Net Official 
Account Account Capital Inflows Monetary Movements 
1981 Ql -328 -1505 1795 289 
Q2 -39 -1472 2331 859 
Q3 -800 -2073 930 -1143 
Q4 -357 -2156 1992 -163 
1982 Ql -946 -2259 2318 60 
Q2 -695 -2386 4968 2600 
Q3 -623 -2088 2475 387 
Q4 -269 -1682 3520 1338 
1983 Ql -55 -1392 915 -476 
Q2 31 -1565 2252 687 
Q3 -119 -1789 2012 228 
Q4 367 -1171 4080 2906 
1984 Ql 3 -1577 810 -762 


All data expressed in A$ millions. 
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AUSTRALIA : CHART 4 
Interest Rates and the Commonwealth Government Budget Deficit 
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When the Reserve Bank abandoned its managed exchange rate policy in December 1983 it 
effectively assumed direct responsibility for domestic monetary policy. Thus the 
cyclical trend in Australian monetary growth and, over time, Australian interest rates 
will be determined mainly by the direct actions of the Reserve Bank. The potential 
importance of this change in basic macro-economic policy is perhaps best underlined by 
noting that in the first five months of this year Australia's overall balance of payments, 
as measured by net official monetary movements, recorded a deficit of A$933 million. In 
the presence of a pegged or managed exchange rate the transition from an external 
surplus of A$2.9 billion in the fourth quarter of 1983 to the moderately large deficits 
recorded so far this year would almost certainly have induced strong upward pressure on 
local interest rates. In fact, local Treasury Bill yields are now only moderately higher 
than in October 1983 and the brunt of the deterioration in Australia's external account 
appears to have be borne by the exchange rate which has depreciated by some 5% against 
the Trade Weighted Exchange Rate Index from its February high. 


The macro-economic influences which are likely to sustain a rising trend in 
Australian interest rates over the next year or two arise mainly from developments in 
the domestic economy. It is probable, in particular, that monetary growth in Australia 
over the last eighteen months has been too high to sustain the lower rates of inflation 
witnessed during the past year. In addition, the Reserve Bank's effectively 
accommodative monetary policy is likely to ensure a continuation of the strong recovery 
in domestic economic activity. This, eventually, will lead to a revival of private sector 
credit demands at a time when public sector claims on the supply of credit are likely to 
remain strong. The probability of higher inflation in Australia, the likelihood of rising 
private sector credit demands and the need, ultimately, for the Reserve Bank to restrain 
monetary growth are each likely to lead to a rising trend in domestic interest rates. 


Chart 5 highlights the influence of an accommodative monetary policy in 
encouraging a strong recovery in Australian real GNP. Chart 5 indicates that the 
combination of rapid growth in M3 - which rose above target throughout most of 1983 - 
at a time when inflation has been declining rapidly* has led to comparatively rapid 
growth in real M3. Real monetary growth may be thought of as a proxy for generalised 
real purchasing power in the domestic economy and the recent cyclical increase in real 
M3 has been a substantial catalyst to a strong recovery in Australia. The strength of 
recovery in this business cycle is, in terms of the simple model depicted in Chart 5, only 
sustainable if domestic inflation can be maintained at close to current levels. Yet the 
evidence from Chart 6 suggests that current levels of M3 growth may be too high to 
prevent a cyclical upturn in inflation. Indeed, notwithstanding the continuation of the 
Prices and Incomes Accord, the latest GDP deflator data tends to suggest that a 
flattening and then subsequent cyclical rise in domestic inflation may not be postponed 
for long. A cyclical rise in inflation would, eventually, provide the basis for a rising 
trend in longer dated interest rates and to forestall this it is likely that the Reserve Bank 
will raise the level of short term interest rates as a means of tightening domestic 
monetary policy. 


* The decline in consumer price inflation from 11.7% in December 1982 to 5.9% in 
March 1984 is overstated somewhat by changes in the statistical treatment of health 
costs in the first quarter of this year. The GDP deflator declined from 10.4% to 
6.8% over the same period. 
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The potential for higher inflation is not, however, the only factor which may lead 
to higher interest rates in the wake of a strong domestic recovery; if the evidence of 
past business cycles is any guide one may anticipate that a cyclical rise in private sector 
loan demand will add to upward pressure on interest rates. Chart 7 records the recent 
relationship between the year-to-year rate of growth of M1, M3, the loans and advances 
(including bills discounted) of major trading banks and, the yield on three month Treasury 
Bill yields. It is evident from Chart 7 that a cyclical decline in private sector demand 
for trading bank assets was an important contributory cause of the cyclical decline in 
short term interest rates during 1982 and 1983. However, this year the demand for 
credit from trading banks has recovered quite rapidly, lagging the strong recovery in 
domestic economic activity. It is of interest to note that, so far, private capital 
expenditure has been a weak sector in the overall economic recovery. Private non 
residential fixed capital expenditure fell by 13.9%, in real terms, in the year to 
December 1983. If this sector of the economy does recover modestly during the latter 
half of this year, as suggested by recent surveys*, then upward pressure on private credit 
demands may intensify. Stronger growth in private credit demands will likely provide a 
pervasive upward bias to Australian interest rates until such time as the domestic 
economy begins to slow. 


The advent of a floating exchange rate may eliminate any direct link between the 
trend in Australia's external account and the course of domestic monetary policy. 
Nevertheless, there may still be an indirect link between the balance of payments and 
local interest rates to the extent that the Australian authorities adjust the level of short 
interest rates in response to the trend in the Australian dollar exchange rate. In this 
context it is important to note that the Australian economy is likely to grow more 
rapidly than many of its major trading partners and this is already starting to undermine 
the cyclical improvement in Australia's current account (refer to Chart 3) which was 
evident in 1982 and 1983. Thus unless domestic interest rates are increased - thereby 
encouraging increased private capital inflows to Australia - it is realistic to presume that 
the deterioration in the overall balance of payments may continue. In the longer term 
this may be thought likely to induce underlying weakness in the Australian dollar on the 
foreign exchanges. In turn, this is likely to raise inflationary expectations in the 
Australian economy, particularly if domestic monetary policy remains accommodative, 
and the Reserve Bank could be expected to raise local interest rates. The possibility that 
the Reserve Bank may eventually raise domestic interest rates in order to defend the 
exchange rate is, fundamentally, a further reason for thinking that Australian interest 
rates will rise in response to a strong and potentially inflationary domestic economic 
recovery. 


FORECAST: A large balance of payments surplus during 1983, at a time when the 
Reserve Bank managed the Australian dollar, combined with a weak domestic economy 
during the first half of the year encouraged a further easing in local money market 
conditions and reduced interest rates. However in contrast to 1982, the erratic decline 
in Australian interest rates last year was associated with rising rather falling monetary 
growth. The increase in monetary growth in 1983 coincided with a cyclical decline in 
inflation and created a strong rise in real purchasing power in the domestic economy 
which was undoubtedly mainly responsible for the powerful rise in the level of real 
economic activity. Australian interest rates are now likely to rise in the wake of this 


* The April/May Confederation of Australian Industry survey found that respondent 
firms expected business fixed capital expenditure to show "solid real increases 
during the first half of 1984". Private fixed capital expenditure actually rose 6.6%, 
in real terms, during the March quarter - the first quarterly increase since June 
1982. 
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AUSTRALIA 
CHART 5: REAL MONEY AND REAL GDP GROWTH 
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CHART 6 : MONEY GROWTH AND INFLATION 
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AUSTRALIA 
CHART 7 : M1, M3, LOAN DEMAND AND T-BILL YIELDS 
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recovery in real GNP. Current monetary policy in Australia is likely to prove to be too 
accommodative to sustain inflation at present, historically moderate, levels and it is 
probable that short interest rates must rise in order to subdue growth in the domestic 
monetary aggregates. Any tightening in local monetary policy is likely to occur as 
private sector demands for credit rise, in the wake of domestic recovery, thereby adding 
further pressure towards higher interest rates. If the Australian authorities postpone a 
decision to pursue a more restrictive monetary policy then the potential for a 
deterioration in inflationary expectations, or for currency weakness, may rise. In this 
event, the longer term outlook for both short and long dated Australian interest rates 
may also be expected to deteriorate. 
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HONG KONG 


THE ENIGMA OF HONG KONG'S FINANCIAL TRANSACTIONS 
WITH CHINA 


One salient feature of Hong Kong's economic life in recent years has been its 
rapidly expanding ties with China. China replaced Japan as Hong Kong's largest supplier 
in 1982; it also became Hong Kong's fourth largest export market in the same year. In 
entrepot trade, China became the largest country of destination in 1980, and the largest 
country of origin as early as 1969. These trade flows are well documented by Hong 
Kong's generally excellent trade statistics, Investment flows, which have also been 
growing rapidly both ways, lack a similar official documentation, although the more 
spectacular investment deals have received wide publicity. 


However, a relatively neglected aspect of the economic nexus is financial 
transactions between Hong Kong's financial institutions and their counterparts in China. 
Fortunately, statistics regarding these transactions are now regularly available thanks to 
the provisions of the amended Banking Ordinance and the Deposit-Taking Companies 
Ordinance. Starting from the first quarter of 1979, the external liabilities and claims of 
licensed banks and deposit-taking companies (DTCs) by country of origin have been 
regularly compiled and released on a quarterly basis by the Banking Commissioner's 
Office at the request of the Bank of International Settlements in Basle. The information 
contained therein, while by no means complete, is nevertheless useful for ascertaining 
Hong Kong's role as a financial centre, as well as its financial transactions with 
individual countries, including China. 


Liabilities and claims of licensed banks and DTCs with respect to China are 
presented in Tables | and 2 respectively, while net financial transactions of all 
institutions are summed up in Table 3. 


Several interesting features of Hong Kong-China financial transactions during the 
past five years may be noted. As far as gross magnitude is concerned, the most notable 
development is the phenomenal growth of liabilities to banks in China. For example, 
since March 1979 Hong Kong's licensed banks' liabilities to their counterparts have risen 
by 47 times to nearly HK$20.3 billion in the first quarter of 1984. Similarly, DTCs' 
liabilities to Chinese banks rose from almost nothing to HK$1.4 billion in the same 
period. Hong Kong licensed banks' claims on their counterparts, however, barely doubled, 
while DTCs' claims on Chinese banks rose rapidly until the first quarter of 1981, but 
since then have generally followed a sharp downtrend, so that over the whole period 
there was not much growth to speak of. Claims on non-bank customers rose very 
substantially for both the licensed banks and DTCs, although the terminal figures, at 
HK$704 million and HK$621 million respectively, remained modest relative to their 
domestic lendings. 


The most intriguing feature however is the reversal of trend in net liabilities and 
claims, Prior to 1982, Hong Kong licensed banks had always maintained a net creditor 
Status vis-a-vis China. But since the first quarter of 1982, this has been turned into a net 
debtor status. Moreover, the net indebtedness increased by over 90 times in barely two 
years to HK$9.7 billion. For the DTCs, the reversal took place a quarter earlier in late 
1981, although after certain fluctuations, and their net indebtedness at the terminal date 
was only about 16% higher than at the end of 1981. However, for the financial sector as 
a whole, as shown in Table 3, the turning point is still 1982; and the net indebtedness 
increased by nearly 14 times to HK$10.4 billion, a sum which surely cannot be dismissed 
as being trivial. 
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TABLE 1 


HONG KONG LICENSED BANKS: 
EXTERNAL LIABILITIES TO AND CLAIMS AGAINST CHINA 
(million HK dollars) 


Liabilities Claims on Claims on Net Liabilities 
to Banks Banks Non-banks (-) or Claims (+) 


Mar. 31, 1979 
Jun. 30, 1979 
Sep. 30, 1979 
Dec. 31, 1979 
Mar. 31, 1980 
Jun. 30, 1980 
Sep. 30, 1980 
Dec. 31, 1980 
Mar. 31, 1981 
Jun. 30, 1981 
Sep. 30, 1981 
Dec. 31, 1981 
Mar. 31, 1982 
Jun. 30, 1982 
Sep. 30, 1982 
Dec. 31, 1982 
Mar. 31, 1983 
Jun. 30, 1983 
Sep. 30, 1983 
Dec. 31, 1983 
Mar. 31, 1984 


Source: Hong Kong Monthly Digest of Statistics 


TABLE 2 


HONG KONG DEPOSIT-TAKING COMPANIES: 
EXTERNAL LIABILITIES TO AND CLAIMS AGAINST CHINA 
(million HK dollars) 


Liabilities Claims on Claims on Net Liabilities 
to Banks Banks Non-banks (-) or Claims (+) 


Dec. 31, 1979 
Mar. 31, 1980 
Jun. 30, 1980 


Mar. 31, 1981 
Jun. 30, 1981 
Sep. 30, 1981 
Dec. 31, 1981 
Mar. 31, 1982 
Jun. 30, 1982 
Sep. 30, 1982 
Dec. 31, 1982 
Mar. 31, 1983 
Jun. 30, 1983 
Sep. 30, 1983 
Dec. 31, 1983 
Mar. 31, 1984 


Source: as for Table 1 
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TABLE 3 


NET FINANCIAL TRANSACTIONS BETWEEN CHINA & HONG KONG* 
ea EE BE EEN INA & HONG KRONG® 


, 


(million Hong Kong dollars) 


Date Licensed Banks Deposit-taking Companies Total 


Mar. 31, 1979 +4,725 +96 +4,821 
Jun. 30, 1979 +5,231 +102 +5,333 
Sep. 30, 1979 +5,266 +116 +5,382 
Dec. 3]; 1979 +5,701 +32 +5,733 
Mar. 31, 1980 +5,386 +190 +5,576 
Jun. 30, 1980 +4,676 +445 +5,121 
Sep. 30, 1980 +4,617 +390 +5,007 
Dec. 31, 1980 +5,352 +445 +5,797 
Mar. 31, 1981 +5,984 +588 +6,572 
Jun. 30, 1981 +4,291 +487 +4,778 
Sep. 30, 1981 +3, 343 +64 +3,407 
Dec. 31, 1981 +2,567 -597 +1,970 
Mar. 31, 1982 -100 -613 -7 13 
Jun. 30, 1982 -2,010 -641 -2,651 
Sep. 30, 1982 -2,677 -404 -3,08 1 
Dec. 31,1982 -4,933 -525 -5,458 
Mar. 31, 1983 -5,468 -1,446 -6,914 
Jun. 30, 1983 -5,366 -1,803 -7,169 
Sep. 30, 1983 -7,001 -1,868 -8,869 
Dec. 31, 1983 -7,333 -1,822 -9,155 
Mar. 31, 1984 -9,710 -694 -10,404 


* A negative sign denotes net liabilities to China, while a positive sign denotes net 
claims on China. 


Source: as for Table | 


As is also clear from Table 3, even before 1982, Hong Kong's net claims against 
China had shown a discernible downtrend. Thus, after reaching their peak in the first 
quarter of 1981 at HK$6.6 billion, they fell by 70% over the next few quarters to less 
than HK8$2 billion. 


Hong Kong's pre-1982 creditor status seems relatively easy to explain. By the late 
seventies, the territory was already well established as a major financial centre, witha 
large congregation of international financial institutions eager to lend to China. On 
China's part, the launching of the ambitious modernization programme, and the adoption 
of a more liberal and outward-looking financial policy, also occurred in the late 
seventies. In such an environment, it was hardly surprising to find Hong Kong emerging 
as a sizeable creditor to China. 


But how about the declining trend in Hong Kong's net claims since 1981? Writing 
two years ago about this topic, I tried to explain it in terms of China's retrenchment in 
capital investment during 1979-81, and its distaste for borrowing from foreign 
commercial banks because of what China considered the exorbitantly high level of 
interest rates prevailing from 1980 onwards in international financial markets. ** 


** —_Y.C. Jao, "Hong Kong's Role in Financing China's Modernization", in A.J. Youngson 


(ed.), China and Hong Kong: the Economic Nexus (Hong Kong: Oxford University 
Press, 1983), pp. 29-30. 
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Since then, the level of international interest rates in financial centres has fallen 
from its peak in 1980-81, even though many economists would still regard current levels 
as not sufficiently low to stimulate a robust world-wide recovery in trade and 
investment. At the same time, China has completed its period of economic adjustment 
reasonably well, and appears ready for a renewed acceleration of its modernization 
drive. Normally, one would expect, as the present writer did, that China would re-enter 
the international market as a net borrower, and that Hong Kong would strengthen its 
creditor status in view of its position as a leading financial centre. Yet the fact remains 
that, since 1982, Hong Kong has become heavily indebted to China on a net basis. 


Before one attempts to unravel this enigma, a methodological note is in order. 
According to the Banking Commissioner's Office, liabilities and claims are analysed with 
reference to the country of the branch making or accepting the deposit, and not by the 
country of its head office. Thus, for example, a claim on the London branch of a US bank 
is reported against the United Kingdom, and not against the USA. By the same token, 
the Bank of China's branches and subsidiaries in Hong Kong are treated as Hong Kong 
entities. In theory, liabilities and claims in the tables may pertain, for example, to a 
foreign bank's branch inside China. In practice, however, this quibble is purely academic, 
since of the 55 foreign banks now in China, only four (The Bank of East Asia, The 
Chartered Bank, Hongkong & Shanghai Banking Corporation, and Overseas Chinese 
Banking Corporation) are allowed to retain five branches in Shanghai and Xiamen. 
Moreover, even these five branches are merely leftovers from the pre-Liberation days --- 
the remnants of substantial network of branches of foreign institutions relentlessly 
reduced to almost nothing since 1949. Their operations seem confined to foreign trade 
financing. The fact is that since the establishment of the People's Republic, not a single 
foreign bank or overseas Chinese bank has been allowed to establish a new branch in 
China. A foreign financial institution is only allowed to set up a representative office or 
a liaison office. But as is well known, under banking regulations, a representative office 
is expressly forbidden to engage in profit-making business, such as taking deposits, 
granting loans, and transferring money. Thus, it is safe to assume that the item 
"liabilities to banks" means liabilities of Hong Kong institutions to banks incorporated in 
China only, and not branches of foreign banks in China. 


One possible interpretation of Hong Kong's growing indebtedness to China, purely 
from the perspective of contemporary banking practice, is that the Bank of China's 
branches and subsidiaries in Hong Kong have learned the trick of "liability management", 
an innovation pioneered by US banks in the early sixties. There are many manifestations 
of this approach, but one familiar technique is for a bank to fund its local lendings by 
borrowing from its head office or overseas offices. For instance, when the Bank of China 
branch in Hong Kong takes a deposit from its head office and on-lends it to a Hong Kong 
firm, this transaction will show up in the statistical return as "liabilities to banks in 
China". The known facts that two-way trade and investment flows have been expanding 
rapidly, and that Hong Kong businessmen are strongly supported by the Bank of China 
Group for their involvement in various projects in the Special Economic Zones, are 
consistent with this interpretation. 


An alternative interpretation is more broadly based and takes into account the 
changing political environment. Hong Kong during the past two years has been going 
through a traumatic period of confidence crisis, and financially, this has been reflected 
in the collapse of the property and stock markets, the liquidity squeeze on many DTCs 
and some licensed banks, and most seriously, the run on the Hong Kong dollar which 
nearly brought down the whole financial system in September 1983. Most of these 
difficulties can be directly or indirectly traced to the loss of confidence after China's 
official announcement that it would recover sovereignty over the whole Hong Kong 
area. At the time of the announcement, China also promised to take a series of 
measures to stabilise the Hong Kong economy. Could the massive injection of funds into 
Hong Kong be one of these measures? Certainly China has nothing to gain from a 
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financially ruined Hong Kong. Moreover, China does have the financial muscle to support 
Hong Kong through bank loans and other forms of credit. As shown in Table 4, China's 
foreign exchange reserves, exclusive of gold stock, increased nearly seven fold to 
US$14.3 billion during 1979-83. Even though this amount is still small relative to the 
country's size and development needs, China's capability of extending short-term banking 
facilities on strictly commercial terms is not in doubt. Frequent press reports about the 
Bank of China's participation in international loan syndication also lend support to this 
line of reasoning. 


TABLE 4 


CHINA'S FOREIGN EXCHANGE AND GOLD RESERVES 


End of Year Foreign Exchange Gold 
(million USS) (million troy ounces) 


1979 2,154 12.80 


1980 2,262 12.80 
1981 4,773 12.67 
1982 11,125 12.67 


1983 14,342 12.67 


Source: Zhongguo Jinrong (China Banking and Finance) 


It is also known that China has been helping local financial institutions faced with 
liquidity problems. Jiang Wengui, Vice-Chairman of the Bank of China and General 
Manager of the Hong Kong branch, confirmed in an interview on May 24 that his bank has 
supported in the past individual Hong Kong and Macau banks in difficulties, and will 
continue to do so in future since the "stabilisation of the Hong Kong and Macau financial 
markets is what we should do". The increasing net indebtedness of Hong Kong DTCs to 
China's banks, shown in Table 2, is also suggestive. 


The available data do not, however, provide sufficient details about the sources and 
uses of funds. We do not know, for instance, the specific channels or mechanisms 
through which Chinese money flows into Hong Kong. We do not know who are the 
ultimate borrowers of such funds. We are also in the dark about the uses of these funds, 
even by broad industrial sectors. Given the traditional secretiveness of China's financial 
institutions, and the confidentiality rule observed by the Hong Kong Banking 
Commissioner's Office, the enigma will remain for some time to come. 


Finally, it can hardly be over-emphasised that in financial matters, there is no such 
thing as a permanent statistical trend. Nevertheless, the growing financial nexus does 
suggest that, from a purely economic point of view, China has a strong vested interest in 
Hong Kong's viability. 
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APPENDIX 


TRADE STATISTICS FOR HONG KONG'S TRADE WITH CHINA 


(HKS million) 


1978 
1979 
1980 
1981 
1982 
1983 
1982 


1983 


1984 


Jan. 
Feb. 
Mar. 
Apr. 
May 
Jun. 
Jul. 

Aug. 
Sep. 
Oct. 


Nov. 


Dec. 


Jan. 
Feb. 
Mar. 
Apr. 
May 
Jun. 
Jul. 

Aug. 
Sep. 
Oct. 
Nov. 
Dec. 


Jan. 
Feb. 
Mar. 


IMPORTS 


10,549.77 
15,130.02 
21,948.23 
29,509.73 
32,934.94 
42,821.32 


2,371.34 
2,422.02 
2,678.26 
2,713.35 
2,455.56 
2,684.67 
2,860.14 
2,685.61 
2,879.07 
2,875.03 
2,869.99 
3,484.27 


2,964.08 
2,166.00 
2,941.46 
3,056.65 
3,073.09 
3,573.44 
3,625.22 
3,813.47 
3,799.08 
4,183.82 
4,427.93 
5,196.89 


4,508.38 
3,552.01 
4,469.17 
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DOMESTIC 
EXPORTS 


81.17 
603.30 
1,605.18 
2,924.19 
3,806.31 
6,223.33 


292.62 
285.01 
350.20 
309.60 
281.61 
301.50 
305.19 
311.31 
324.27 
294.41 
337.51 
417.67 


352.21 
282.97 
427.40 
431.49 
493.68 
509.40 
500.71 
576.57 
581.46 
653.51 
692.10 
721.85 


669.69 
529.23 
785.33 


3,658.98 
5,663.48 
8,393.90 
12,834.15 
14,693.73 
19,680.48 


1,060.53 
1,114.74 
1,137.74 
1,174.05 
1,301.90 
1,135.70 
1,248.49 
1,251.12 
1,236.31 
1,248.79 
1,278.34 
1,523.55 


1,372.58 
1,241.81 
1,325.78 
1,405.35 
1,499.99 
1,554.74 
1,725.72 
1,687.25 
1,819.89 
1,959.81 
1,966.55 
2,122.86 


2,270.01 
1,723.35 
2,273.58 


NET TRADE 


RE-EXPORTS BALANCE 


6,809.62 
-8,863.24 
-11,949.15 
- 13,751.39 
-14,434.90 


-16,917.51 


i -4,278.37 
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EXCHANGE RATES IN THE FAR EAST 
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AUSTRALIA 
IS M3 THE APPROPRIATE MONETARY AGGREGATE TO TARGET ? 


During his recent budget statement the Australian Treasurer announced a reduction 
in the target rate of growth in M3 from 10%-12% in 1983/84 to 8%-10% in 1984/85. M3 
has been the Australian authorities' standard target aggregate since monetary growth 
targets were first introduced in the Australian context in 1976. However, the Treasurer 
also announced that the authorities would review the conduct of monetary policy this 
year not only with reference to M3 growth relative to its target, but also with reference 
to a measure of "broad money", M6. 


The M3 aggregate is defined to include notes and coin held by the non bank public 
plus deposits by the non bank private sector at trading banks and savings banks. "Broad 
money" is equal to M3 plus borrowings from the non bank private sector by permanent 
building societies, credit corporations, authorised money market dealers, pastoral finance 
companies, money market corporations and cash management trusts, less borrowings by 
authorised money market dealers from this group of non bank financial intermediaries. 
"Broad money", therefore includes the non-bank private sector's deposits at non bank 
financial intermediaries as well as at authorised trading banks and savings banks. "Broad 
money" is a substantially larger aggregate than M3, amounting to A$128.2 billion in June 
1984 compared with A$76.8 billion for M3. 


The rationale for using the "broad money" aggregate as a reference measure in 
conducting monetary policy this year arises out of the Australian authorities' policy to 
deregulate partially the local banking system. The abolition of certain controls on 
trading and savings banks' deposit rates will, it is thought, enhance these institutions' 
ability to compete for deposits. Thus just as in the US where bank deregulation and the 
introduction of Bank Money Market Funds and Negotiable Order of Withdrawal accounts 
exacerbated, it is argued, the trend towards higher growth in US M1 during the first half 
of 1983, so the Australian authorities expect that reduced controls on bank deposit rates 
may lead to higher growth in M3 and somewhat slower growth in deposits at non-bank 
financial intermediaries. 


Whilst it is desirable that the Reserve Bank should inform participants in 
Australia's capital markets of its objective of achieving its M3 target subject to growth 
in "broad money" the question arises whether the wider monetary aggregates are in fact 
the appropriate intermediate targets for monetary policy. Should the authorities be 
paying greater attention to growth in the narrow monetary aggregates, such as M1? 


Chart 1 records the recent growth in M3, M1 and the monetary base in Australia. 
A noteworthy feature of Chart | is the divergence between the growth in M1 and M3 in 
recent years. In particular, the growth in M3 has been comparatively stable and high 
over the last five years whereas the growth in M1 has been more cyclical. This suggests 
that there may be a problem involved in the interpretation of Australia's monetary 
statistics: the trend in M3 suggests that actually monetary policy in Australia may have 
been relatively unchanged since 1978. However such an interpretation is hardly 
compatible with other indicators of the impact of monetary policy in the Australian 
economy. For example, the strongly inverse yield curve during the first half of 1982 and 
the output, employment, share price and housing market indicators each suggest that 
monetary policy was restrictive during 1982 and are each consistent with the view that 
policy was eased substantially during 1983. In addition, the relatively stable growth in 
M3 in the 1978-1982 period gave little hint of the ensuing cyclical decline in inflation - a 
trend which was in evidence before the introduction of the Prices and Wages Accord in 
April 1983. By contrast, the growth in M1 appears in practice to have recorded more 
accurately the underlying trend in monetary policy. The substantial contraction in M1 
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AUSTRALIA: CHART 1 
MONETARY GROWTH IN AUSTRALIA SINCE 1970 
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growth between 1980 and 1982 did foreshadow the 1982 recession and the subsequent 
decline in inflation in a manner which was consistent with monetary theory. Moreover, 
the subsequent rapid growth in M1 during 1983 was associated with a range of 
developments - sharply reduced short interest rates, a return to a positively sloped yield 
curve, strong rises in industrial stock market values and subsequent large increase in 
nominal GNP - which one would normally associate with a reflationary monetary policy. 


The evidence from the recent business cycle appears to suggest that the 
authorities' focus in targeting a broader monetary aggregate may risk ignoring valuable 
information concerning the effective stance of their policy which is contained in the 
growth of the narrower aggregates. 


The basic criteria for choosing a particular monetary aggregate as an intermediate 
target for monetary policy are, first, that the authorities are in a position to be able to 
control the growth rate of the chosen aggregate and, second, that changes in the growth 
of the aggregate have a predictable and relatively stable impact on changes in the level 
of nominal GNP. The test for the first criterion is that the behaviour of the monetary 
multiplier (the ratio between the level of the chosen monetary aggregate and the level of 
the monetary base) be relatively stable, whilst that for the second criterion depends upon 
the stability and predictability of the income velocity of the chosen monetary aggregate. 


Charts 2 and 3 record the monetary multipliers for Ml and M3. The monetary base 
in Australia is defined here (using the Reserve Bank definition) as holdings of notes and 
coins by the private sector, plus commercial banks' deposits with the Reserve Bank and 
Reserve Bank liabilities to the non-bank private sector. This definition of the monetary 
base is, therefore, a narrow one including only liabilities of the central bank and 
excluding liabilities of the Commonwealth Government. It could be argued that this 
narrow definition of the monetary base is not strictly appropriate for the purposes of 
monetary control in Australia. The reason for this is that by convention Australian 
trading banks hold a minimum proportion of their assets, equivalent to 18% of their 
deposit liabilities in the form of Liquid and Government Securities (the LGS ratio). 


Thus there are essentially two ways of regarding the monetary significance of the 
LGS ratio. First, to the extent that banks are unable to increase their deposit liabilities 
in contravention of the LGS ratio, banks' LGS assets might be regarded as part of the 
reserve component of a "broad" definition of the monetary base (i.e. where the monetary 
base is defined to include certain liabilities of the government as well as liabilities of the 
Reserve Bank). Alternatively, one might regard changes in trading banks' holding of 
government securities as having a monetary impact through changes in the monetary 
multiplier (where the monetary base is narrowly defined to include only liabilities of the 
Reserve Bank). For example, to the extent that trading banks reduce their holdings of 
government obligations through sales to the non bank private sector there will be a 
corresponding reduction in the money supply but no change in the level of the narrowly 
defined monetary base: the monetary multiplier will, therefore, decline. If, 
alternatively, trading banks increase their holding of government obligations through 
purchases direct from the Treasury there will be a corresponding decline in the level of 
the monetary base but no change in the level of the money supply: the monetary 
multiplier will therefore rise. However, in both of these instances the change in the 
monetary multiplier is a ‘first order' effect of the decrease or increase in the government 
securities holdings of the trading banks. Although it may become more permanent if, as 
a result of the processes described, interest rates change so as to affect the public's 
desired cash to deposit ratio, the process through which this might happen is essentially 
no different from that which could occur in a monetary system where there is no 
legislated LGS ratio. 
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AUSTRALIA: CHART 2 
THE MONETARY MULTIPLIER (M1) 
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AUSTRALIA: CHART 3 
THE MONETARY MULTIPLIER (M3) 
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AUSTRALIA: CHART 4 
THE VELOCITY OF CIRCULATION 
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AUSTRALIA: CHART 5 
THE VELOCITY OF CIRCULATION 
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Therefore, in this article we have estimated the monetary multipliers for M1 and 
M3 using the narrow definition of the monetary base. The trends in the monetary 
multiplier for M1 and M3, illustrated in Charts 2 and 3 suggest that from the standpoint 
of official control over the two monetary aggregates, M3 is the more appropriate for use 
as a monetary target. To the extent that the Reserve Bank is willing and able - either 
directly or indirectly - to control the growth of the monetary base a comparison of 
Charts 2 and 3 suggests that it will be more able to determine growth in M3 than growth 
in Ml. Whereas the M3 monetary multiplier has been comparatively stable, especially 
since 1977, the M1 multiplier has proved volatile. The greater stability in the M3 
multiplier compared with the M1 multiplier since 1981 is particularly relevant because 
there have been no adjustments to statutory reserve requirements since January of that 
year. Thus the sizeable decline in the M1 multiplier since then cannot be accounted for 
by changes in the Statutory Reserve Deposit ratio. Prior changes in the level of the M1 
and M3 multipliers were often partly associated with adjustments in the SRD ratio. For 
example, the rise and subsequent decline in the unadjusted (for changes in reserve 
requirements) monetary multiplier in the 1974-1977 period coincided with a decline in 
the SRD ratio from 9% in 1974 to 3% at the end of 1975 followed by an irregular increase 
in the SRD ratio to 10% in 1977. 


Chart 4 records the trend in the income velocity of circulation for M1 and M3. 
Here, too, the fundamental evidence suggests that M3 is a more appropriate aggregate 
for the purpose of monetary targeting than is Ml. The reason for this is indicated by 
examining the data accompanying Chart 4. Over the whole period since 1965 the income 
velocity of M3 (recorded as V3 in Chart 4) has been less volatile and erratic than that of 
Ml. Using the standard deviation of the trend of V3 as a measure of its volatility we find 
that V3 is less volatile than V1 over both the 1965-1984 period and for the period 1975- 
1984. 


Chart 5 attempts to assess the trend in the income velocity of M1 and M3 ina 
slightly different manner. Monetary theory suggests that changes in monetary growth 
have impact growth in nominal GNP with a lag. Thus in Chart 5 we have recorded the 
ratio between the two monetary aggregates and nominal GNP four quarters later. The 
choice of a four quarter lag is admittedly arbitrary but represents an acknowledgement 
that changes in the level of the money supply are not expected to lead to immediate 
changes in the level of nominal income. These estimates of the lagged income velocity 
of M1 and M3 again indicate that M3 may be a more appropriate aggregate for use as a 
monetary target. The reduced volatility of the lagged V3 estimate compared with our 
lagged V1 estimate is an indication that changes in the level of M3 are typically more 
closely related to changes in the level of nominal GNP than are changes in the level of 
Ml. 


Thus the basic evidence suggests not only that the Reserve Bank in Australia may 
exercise greater direct control over the level of M3 than over the level of M1 - through 
direct control over the monetary base - but also that M3 growth is generally more closely 
related to nominal GNP than is M1 and that the relationship between M3 and GNP may 
be more stable. These fundamental criteria suggest therefore that M3 is typically a 
more appropriate variable for use as a monetary target. 


Nevertheless, although the fundamental economic evidence points to M3 as, 
generally, the appropriate intermediate target for monetary policy it would appear that 
in recent years, at least, the trend in M1 has also contained useful information 
concerning the underlying stance of the Australian monetary authorities. To illustrate 
this we compare some basic propositions of monetary theory - that changes in monetary 
growth have their first impact on capital market values, then on the level of output in 
the economy and finally upon the level of inflation - with actual developments in the 
Australian economy. 
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AUSTRALIA: CHART 6 
MONETARY GROWTH (M1) AND THE CYCLICAL TREND IN THE STOCKMARKET 
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AUSTRALIA: CHART 7 


MONETARY GROWTH (M3) AND THE CYCLICAL TREND IN THE STOCKMARKET 
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AUSTRALIA: CHART 8 
REAL MONEY GROWTH (M1) AND REAL GNP GROWTH 
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AUSTRALIA: CHART 9 
REAL MONEY GROWTH (M3) AND REAL GNP GROWTH 
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AUSTRALIA: CHART 10 
THE LINKAGE BETWEEN MONEY (M1) AND INFLATION 
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AUSTRALIA: CHART 11 
THE LINKAGE BETWEEN MONEY (M3) AND INFLATION 
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Charts 6 and 7 compare the year-to-year rate of change in the money supply with a 
measure of the cyclical trend* in the A.S.E. All Industries Stock Market Index. 


It is evident that monetary growth is often a useful guide to changes in the level of 
industrial stockmarket values in Australia. However in the period surrounding the recent 
recession in Australia it is clear that Ml growth proved superior to M3 as an indicator of 
stockmarket performance. To the extent that capital market values reflect changes in 
monetary policy, the weakness in industrial stock prices during 1981 and 1982 and their 
subsequent firm recovery suggests that M1 behaved as an important indicator of the 
Reserve Bank's effective monetary policy. 


The recent trend in both in real GNP growth and in inflation suggests a similar 
conclusion. The sharp downturn both real (Chart 8) and nominal M1 growth appear to be 
more consistent with the environment preceding Australia's most serious recession since 
the war, and with the subsequent decline in inflation than does the steady growth in M3. 


FORECAST: The basic evidence presented here suggests that it is appropriate that the 
Reserve Bank places emphasis upon M3 as its principal intermediate target. The Reserve 
Bank may exercise greater direct control over the level of M3, through control over the 
monetary base, than it may over M1, and the income velocity of M3 is comparatively 
stable. : 


Nevertheless, M1 remains an important monetary indicator: M1 has signalled more 
accurately the composition of nominal GNP growth in recent years. That is to say, the 
trend in Ml foreshadowed more accurately the breakdown of nominal GNP into its real 
and nominal components. It is of interest to note that both M1 growth and M3 growth 
have now converged and - if current growth rates are sustained for a further one or two 
quarters - that both aggregates now provide similar indications for the future trend in 
nominal GNP. On the basis of the past trend in velocity growth and the present trend in 
monetary growth investors may anticipate an increase in nominal GDP in the order of 
12%-15% over the next year. In addition both M1 and M3 indicators suggest that the 
nominal, or inflationary, component of this increase in GNP may rise during 1985. 


* All time series may be thought of as having both a secular and a cyclical trend. It is 
reasonable to think that the secular trend a stockmarket index will represent the 
earnings growth of the companies comprising the index. The cyclical trend in the 
index, however, may reflect changes in key macro-economic variables such as 
monetary growth, interest rates, inflation etc. 
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HONG KONG 
SOURCES OF THE IMPROVED TRADE PERFORMANCE 


Hong Kong's trade performance has shown a dramatic improvement since the start 
of the American economic recovery in early 1983. The trade accounts have even shifted 
from their traditional deficits to actual surpluses in some months. For example in July 
total exports of HK$20.137 billion exceeded imports of HK$19.816 billion, giving a visible 
trade surplus of HK$321 million. The July surplus was the first one in July since 1976. 
For the period January-July the cumulative value of exports for the seven months was 
HK$120.009 billion against imports of HK$125.370 billion, giving a cumulative deficit of 
HK$5.361 billion - approximately half the size of the visible trade deficit over the same 
period in 1983, and only 2.2% of the value of total trade compared with 5.5% of the value 
of total trade over the same period in 1983. 


There are four main sources of this upswing in Hong Kong's export performance. 
First is the US economic recovery and the boom in exports to the USA. Second is the 
growing volume of re-exports from China through Hong Kong. Third is the continuing 
benefit derived from the relative undervaluation of the Hong Kong dollar at the time of 
the fixing of the official parity at HK$7.80 per US dollar in October 1983. And fourth is 
the boost that has been given to exports from the restructuring effect of changes in the 
balance of payments resulting from capital outflows. The contribution of these four 
sources will be described in the subsequent sections of this article. 


(a) The Boom in Domestic Exports to the USA 


Chart | shows the relationship between Hong Kong's exports, US imports, and US 
domestic final demand (all in US$ terms) over the past fourteen years. In the 1971-73 
boom there is a clear link between upswing in the USA and the upturn in Hong Kong's 
exports, as one would expect, with the US accounting for 38.5% of Hong Kong's domestic 
exports in those years. However the peak in Hong Kong's export growth occurred in the 
fourth quarter of 1973 (59.3%) on a year-to-year basis) whereas the peak in US import 
growth did not occur until the third quarter of 1974 (at 56.7%). This is largely due to the 
impact of the OPEC oil price hike from the end of 1973 which curtailed the growth of 
exports from Hong Kong and led to a massive increase in US imports in the succeeding 
three quarters. 


Following the 1974 recession the recovery in Hong Kong's exports in 1975 was 
virtually coincident with the US economic recovery in the same year, with the year-to- 
year figures showing a sharp rise from the third quarter of 1975. Hong Kong's recovery 
was export-led, with export growth peaking in the second quarter of 1976. In 1977 and 
1978 leadership shifted to the domestic sector as domestic demand began to grow more 
rapidly than overseas demand for Hong Kong's exports. The slowdown in Hong Kong's 
export growth parallelled the slowdown in economic growth in Japan, West Germany and 
other European economies, but as Chart | shows, nominal GNP growth in the USA 
continued quite strongly through 1976-1978. 


In 1979-80 Hong Kong's exports experienced a renewed surge, again outpacing 
domestic demand factors, even though the Hong Kong economy was by this time 
exhibiting clear symptoms of overheating. This secondary upswing in Hong Kong's 
exports during what was basically an extension of the same global business cycle 
coincided with the strong rise in commodity prices that is normally associated with the 
late stages of a business cycle expansion, the commodity price rise being reinforced by 
the further raising of oil prices by the OPEC cartel, the so-called second oil shock. The 
level of economic activity in many of Hong Kong's major trading partners had risen 
substantially - e.g. Japan and Germany had fully recovered from their mini-recessions of 
1977 - and so global demand for Hong Kong's exports was strong. 
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HONG KONG: CHART 1 
HONG KONG EXPORTS, US IMPORTS AND US FINAL DEMAND 
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At this point, from mid-1980 onwards until September-October 1983, the Hong 
Kong dollar began to weaken quite seriously against the US dollar and it is therefore 
advisable to look at Hong Kong's export performance by converting HKS figures into US$ 
(as done in Chart 1). In local currency terms Hong Kong's exports continued to behave 
extremely well despite the fact that the world was moving into recession in 1981-82. 
However, as is clear from our US$-based chart Hong Kong's exports slumped pretty much 
in line with the behaviour of US imports in 1981-82, with only a slight blip upwards at the 
end of 1981 in response to the short-lived recovery in the US of 1980-81. 


The cyclical record since the early 1970's makes it clear that Hong Kong's current 
export -led recovery is very typical in pattern - comparable with the business cycle 
upswings of 1971-73 and 1975-76, the comparison with 1975-76 being the more apposite 
in terms of amplitude. However, aside from the demand-pull exerted by high nominal 
income growth in the USA, there are additional elements in the current upswing which 
may well enable Hong Kong's export-led boom to continue longer than the two years 
which the economy experienced in 1975 and 1976. 


(b) Re-exports from China 


Hong Kong's trade with China has mushroomed in the past five years. Since 1979 
Hong Kong's imports from China have grown from HKS$15 bn (US$3 bn. at prevailing 
exchange rates) to over HK$50 billion (US$6.4 bn. at HK$7.80 per USS) in the year to 
June 1984, doubling in US$ terms. A substantial proportion of these imports are semi- 
fabricated goods which are finished or packaged in Hong Kong and re-exported abroad 
from Hong Kong. Re-exports accounted for almost one half of Hong Kong's imports of 
goods from China in the year to June 1984. Because the growth potential of the People's 
Republic of China is so great and because so much of the exports of the southern 
provinces of China are funnelled through Hong Kong, there is a leveraged effect on Hong 
Kong's trade statistics. Assuming that economic policies in China are further liberalised 
it seems reasonable to expect Hong Kong to become even more important as an export 
outlet for the hinterland of South China. However, the demand for exports from China is 
likely to be influenced by the same kinds of factors which affect the growth of Hong 
Kong's exports, and therefore it is doubtful whether, despite their strong secular (as 
opposed to cyclical) upswing, re-exports from China can make a significant difference to 
the cyclical pattern of Hong Kong's exports, though they may raise the level of total 
exports. In 1983 re-exports from China via Hong Kong amounted to HK$19.7 billion, or 
just under one fifth of Hong Kong's total domestic exports (HK$104.4 billion), and just 
over 12% of Hong Kong's total merchandise trade. It is doubtful whether, on their own, 
the momentum of re-exports from China can materially affect the overall growth 
pattern of Hong Kong's exports during this cycle, but the direction is favourable, and 
their impact will be growing in the years ahead. 


(c) Undervaluation of the Hong Kong Dollar 


When the Hong Kong dollar was stabilised in October 1983 by the linking of HK$ 
banknote issues and redemptions to the US dollar at a fixed parity of HK$7.80 per USS, it 
is fairly clear that the Hong Kong dollar was undervalued relative to the US dollar at the 
new official parity. That is, given the levels of domestic prices in HongKong and the 
USA at the time of the Hong Kong dollar stabilisation package, setting the price of the 
USS at HK$7.80 gave Hong Kong's exporters an exceptional price advantage when 
compared with their competitors in US$ terms. In other words, if Hong Kong's domestic 
prices were to be translated into USS, the price level in Hong Kong as judged by a 
potential US purchaser would have been much lower at the end of October 1983 than at 
the beginning of September before the currency crisis. 
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HONG KONG: CHART 2 
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The evidence for this is presented in Charts 2 and 3. Chart 2 compares the level of 
consumer prices in Hong Kong and the USA from the time of the floating of the Hong 
Kong dollar in November 1974 (the dashed line). During the period up to 1979 Hong 
Kong's prices rose more slowly than consumer prices in the USA, but after 1980 Hong 
Kong's prices began to rise more rapidly than US prices with the result that on a simple 
price comparison basis Hong Kong's prices had risen some 10% more than US prices. 
However, when changes in the HK$/USS exchange rate are introduced the story is very 
different. Until 1980 the Hong Kong dollar remained reasonably stable and consequently 
there is no great difference between the unadjusted and exchange rate-adjusted 
comparisons. However after 1980 the decline in the exchange value of the Hong Kong 
dollar exceeded the rise in domestic prices so that the price level in Hong Kong was 
increasingly "undervalued" relative to US prices. By the third quarter of 1983 when the 
currency crisis occurred the Hong Kong price level, as viewed by a US resident, was some 
30% lower than at the end of 1974. In other words, despite the fact that in domestic 
terms prices in Hong Kong had risen 10% more than prices in the USA, a cumulative 40% 
depreciation of the Hong Kong dollar against the US dollar since the time of its 
floatation in November 1974 made prices in Hong Kong now seem 30% cheaper for US 
residents. 


Chart 3 provides a similar measure of the apparent undervaluation of the Hong 
Kong dollar in terms of an export price index for Hong Kong and a wholesale price index 
for the USA. (The export price index for Hong Kong is not the official export unit value 
index, but is based on the components of the domestic consumer price index with the 
weights adjusted to correspond to the composition of Hong Kong's exports.) In this case 
the cumulative undervaluation appears even greater - approximately 40%. 


Purchasing power comparisons of this kind are subject to considerable margins of 
error due to wide discrepancies in terms of the goods included in the price indices, shifts 
in the composition of trade, and assumptions about the validity of the base date. 
However, even taking such factors into account it seems abundantly clear that the 
overall consumer price level in Hong Kong, as viewed from the standpoint of a US 
resident declined markedly in 1981-83, giving Hong Kong producers a significant 
comparative advantage in world markets. There has not been much relative price change 
since the third quarter of 1983, suggesting that the advantage gained by Hong Kong 
manufacturers through the depreciation of the Hong Kong dollar has not been dissipated 
in higher domestic inflation in Hong Kong. Insofar as this advantage remains intact, it 
will provide an on-going competitive edge to Hong Kong exporters, at least in relation to 
the domestic component of their total costs. 


It might seem that the undervaluation of the Hong Kong dollar at 7.80 per USS in 
October 1983 implied a "wrong" level was chosen for the new official parity, but even on 
a simple view of purchasing power parity this is not so. Given the new official parity and 
acknowledging the effectiveness of the automatic adjustment mechanism, the money 
supply and hence the internal price level in Hong Kong would, in time, have adjusted to 
the new exchange rate. If the initial level of the new parity had "undervalued" the Hong 
Kong dollar, then the money supply would have risen and prices in Hong Kong would have 
increased until the margin of advantage was eroded. Conversely, if the initial level of 
the new parity had "overvalued' the Hong Kong dollar, then the money supply would have 
declined, bringing down the domestic price level until Hong Kong's internal price level 
was once again compatible with prices overseas at the new exchange rate. In other 
words the new exchange rate mechanism causes the money supply and prices to adjust to 
the exchange rate and not vice-versa, even if the exchange rate were initially ill-chosen. 
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HONG KONG'S OVERALL BALANCE OF PAYMENTS 
(HK$ billion) 1982 1983 
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Notes 


(1) Presentation. The balance of payments statistics of a country provide "a 
systematic record of all the economic transactions during a given period between 
its residents and residents of the rest of the world." Since data for Hong Kong do 
not distinguish between resident and non-resident persons or entities, the available 
data must be considered only as an approximation. 

All transactions have a physical component (e.g. shipment of goods for sale 
overseas, or acquisition of a security) and a financial or monetary component (e.g. 
receipt or payment in domestic or foreign currency). Transactions appear 
simultaneously as a credit and debit, with total credits and total debits in balance: 
Trade Balance + Services + Transfers + Capital (Long-term Capital, Short-term 
Capital, Balance of Monetary Movements) = 0 


In this table it is assumed that Exports and Imports of Services show the same 
growth rates in 1984 as Exports and Imports of Goods respectively. Various 
refinements could be attempted, but the inadequacies of the data mean that only 
approximate orders of magnitude can be calculated. Receipts and payments of 
interest, dividends etc. are not included in Exports and Imports of Services shown 
here. 


Net official financing figures for Hong Kong are not available, and banking data do 
not distinguish between claims on or liabilities to residents and non-residents. 
Accordingly the residual balancing item is designated Net Capital Balance, and 
includes Transfers, Short-term Capital, Long-term Capital, and Net Monetary 
Movements: 

Visible Trade Balance + Services + Net Capital Balance = Overall Balance = 0 

(Net Monetary Movements equals changes in external assets of the government plus 
— in assets and liabilities of residents and non-residents with the banking 
sector. 
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However, the argument here only considers one component of the overall balance 
of payments, namely the balance of transactions in goods and services, whereas the 
overall balance of payments includes capital movements as well as the balance on trade 
account. To obtain a broader picture of the complete adjustment process the next 
section will extend the analysis to consider the impact of capital movements in the 
overall adjustment process. 


(d) Structural Adjustments in the Overall Balance of Payments 


The analysis of purchasing power parity in the preceding paragraphs applies to the 
comparison of the prices of goods and services in different countries and the appropriate 
exchange rate or domestic price levels for transactions between the two countries. 
However, transactions between countries are by no means restricted to trade in goods 
and services; transactions in financial assets i.e. capital movements may be - and in 
recent years have become - far more significant in the overall balance of payments. (In 
addition transfers of capital or goods in the form of gifts or aid may occur in substantial 
volume without reference to relative prices in the two countries, but we shall not 
consider the impact of such transfers in this article.) 


In Hong Kong the political and financial history of the past two years has been such 
as to precipitate what we believe to be a major change in the pattern of capital 
movements. Historically Hong Kong typically ran a deficit on its merchandise trade 
account, and a smaller surplus on its trade in services, leaving a deficit on the net 
balance of goods and services, counterbalanced by a surplus on the combined capital and 
other 'invisibles' accounts. Uncertainty over the long term future of Hong Kong, and in 
particular a decline in the perceived returns on capital assets in Hong Kong has led to a 
movement of capital out of the territory, so that instead of a trade deficit (in goods and 
services) balanced by a capital inflow, we estimate that it is possible that the overall 
balance of payments has shifted to a capital outflow balanced by a surplus on trade in 
goods and services - assuming the overall balance of payments to be balanced at the 
fixed exchange rate. The rough estimates for 1984 in the table on p.17 give an 
approximate indication of the extent of this reversal in Hong Kong's traditional balance 
on capital account. From an implicit capital inflow of some HKS4 billion in 1983 the 
capital accounts may show a deficit of up to HKS4 billion in 1984, a net deterioration of 
some HKS$8 billion. 


Much attention has been focussed on the improvement of Hong Kong's trade 
performance in the past few months, but it is clear from the argument above that the 
improvement in the trade account is the direct counterpart of the deterioration in the 
capital account - they are two sides of the same coin. In order to finance the acquisition 
of capital assets abroad, Hong Kong residents have had to sell more goods and services to 
non-residents. The role of the "undervaluation" of the Hong Kong dollar at HKS$7.80 now 
becomes much clearer: by providing Hong Kong's exporters - or sellers of goods and 
services - with an artificial advantage the new parity has helped to achieve a 
significantly better performance on trade account than could otherwise have been 
expected, and in so doing it has enabled Hong Kong residents to finance the purchase of 
capital assets abroad with the proceeds. Of course it may not be the same individuals 
that export goods and services who also acquire assets overseas, but the overall balance 
of international payments requires that in an aggregate sense an equilibrium is attained 
between exporters and importers on trade account and exporters and importers of 
capital. 
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It is useful to enquire what might have happened if the exchange rate had been set 
at HK$7.00 per USS (i.e. the level that it had been at in August 1983 before the 
September currency crisis), or indeed some higher (i.e. stronger) level. Assuming that 
there had been the same autonomous shift in expectations about the perceived changes in 
returns on assets in Hong Kong after 1997 and the same desire during 1983-84 to shift 
funds out of Hong Kong, we can trace through the consequences for the various 
components of the overall balance of payments and for the resultant equilibrium of the 
economy. 


First, a stronger Hong Kong dollar would mean that a given amount of Hong Kong 
dollars could purchase a larger quantity of foreign assets. Accordingly, a smaller capital 
outflow would have satisfied any given demand by Hong Kong residents for a fixed value 
of assets overseas. Second, since the net outflow (measured in Hong Kong dollars) would 
have been less at the stronger exchange rate, the trade balance or balance in goods and 
services would not need to have improved by as much - and indeed at the higher, less 
competitive level of the exchange rate it is unlikely that it would have improved so 
much. In other words, a smaller capital outflow would have been accompanied by a 
smaller improvement of the balance in goods and services. 


Alternatively, suppose that the capital outflow in terms of Hong Kong dollars were 
the same at HK$7.00 as at HK$7.80, so that the capital accounts showed the same HK$8 
billion swing from surplus to deficit, how would that deficit have been financed at a 
stronger exchange rate? Under these circumstances it is probable that the capital 
outflows would have generated a prolonged period of high interest rates in Hong Kong, 
leading to slower credit creation and lower monetary growth, or even monetary 
contraction, which in turn would have reduced price levels in Hong Kong until the trade 
accounts were capable of generating a surplus sufficient to 'finance' the deficit on 
capital account. (In the short term ‘high' interest rates in Hong Kong would produce 
inflows of short term capital, but these short term flows could be expected to reverse as 
interest rates declined, leaving capital deficits counterbalanced only by trade surpluses 
in the longer term.) 


FORECAST: Hong Kong's trade accounts will show a notable improvement in 1984, with 
the deficit on merchandise (goods) trade account reduced from nearly HKS15 billion in 
1983 to around HKS12 billion, and an even greater improvement on services, with an 
increase in the surplus from HK$10.4 billion in 1983 to perhaps HKS16 billion in 1984. 
Together these results would imply a shift from a deficit of HKS4 billion on the combined 
balance of goods and services to a surplus of HK$4 billion. This in turn would mean that 
the Net Capital Balance had shifted from its traditional surplus (HK$4.3 billion in 1983) 
to a deficit of HK$4 billion in 1984. The reversal in capital flows out of Hong Kong is an 
understandable result of the anxieties which Hong Kong residents have felt about the 
political future of the territory in the years up to and following the transfer of 
sovereignty to the People's Republic of China in 1997. Given that in an accounting sense 
the overall balance of payments must balance, the improvement on Hong Kong's trade 
accounts is the counterpart of the switch to deficit in the net capital flows. In an 
economic sense the boom in exports especially to the USA, the growth in re-exports from 
China, and the undervaluation of the Hong Kong dollar at the time of the currency 
stabilisation in October 1983 help to explain the striking performance of Hong Kong's 
external trade in 1984. 
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SINGAPORE 
THE PUBLIC SECTOR'S IMPACT UPON LIQUIDITY 


The Singapore economy grew very strongly during the first half of this year, at a 
rate close to 10%, and the economic growth rate for the full year is widely expected to 
be as high as 9%. However, money growth has remained persistently low and the end- 
1983 recovery in liquidity referred to in our last AMM article on Singapore (AMM Vol. 8 
No. 1) has proved to have been very short lived. Between January and June of this year 
M2 registered practically no growth and M1 actually declined sharply. Consequently by 
June the year-on-year growth rate of M2 had been reduced to 8.7% from 12.7% in 
January, and the annual growth rate of MI had fallen to 2.3%. 


In past issues of AMM we have frequently emphasised that because the Singapore 
Monetary Authorities operate a managed exchange rate regime the balance of payments 
position will necessarily be the major determinant of the behaviour of the money 
supply. Indeed past AMM studies have indicated a very good correlation between certain 
components of the balance of payments, the exchange rate and the growth of the money 
supply which give empirical support to this notion. However, the growing contractionary 
influence of the government sector, which has an important influence on the long-run 
trend of money growth, cannot be ignored. Indeed it may be particularly relevant now 
because as a recent article on Singapore (AMM Vol. 8 No. 1) explained, the low rate of 
money growth last year was, in a numerical sense, the result of the negative impact of 
the government sector on the monetary base (in a numerical sense because, in theory, the 
monetary authority can always offset this influence if it chooses to do so). 


The same AMM article also explained that a lack of compatibility between the 
published statistics makes it difficult to form a complete understanding of the 
government sector's influence on the money supply. However, from what is available it 
is possible to build up a fairly complete picture of government sector operations on an 
annual basis, and various relevant data series are available on a monthly basis. The 
purpose of this study is to attempt to piece together all the available data with a view to 
determining the extent to which the current low rate of money growth can be attributed 
to government sector operations and how those operations are likely to affect the future 
course of money growth in Singapore. 


At first sight the monetary impact of the government's fiscal operations appears to 
be stimulatory, as the announced government budget has been in growing deficit over 
recent years. (The budget for 1984 projects a deficit of S$3.92 bn, following a S$2.76 bn 
deficit in 1983.) However, the budget deficit is more illusory than real because the 
budget relates primarily to the Central Government and yet includes as expenditures 
loans to the statutory boards, while not including the revenues of those boards. The 
largest of the statutory boards, the Housing and Development Board (HDB), has incurred 
large deficits over the past two years as it has undertaken its massive public housing 
project. Last year, for instance, the Central Government lent HDB roughly $$3.5 bn, a 
sum which was included in the budget as Central Government expenditure. The budget 
does not include revenues of the HDB, which will pick up as the housing units are sold. 


The Ministry of Trade and Industry publish a consolidation of public sector revenue 
and expenditure in their annual 'Economic Survey’. The figures in this table cannot be 
reconciled with the budget figures as they are calculated on a calendar, rather than 
fiscal, year basis. However, because they consolidate out transfers of funds between the 
Central Government and statutory boards they give a more accurate, if not perfect, 
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monetary picture. The picture is not perfect because contributions to the sinking fund 
(effectively money set aside for future debt service payments) are included in the figures 
as a government expenditure. Such transfers of funds between different government 
accounts do not lead to a decrease in government net claims on the banking sector at the 
time they are made and hence by themselves have no monetary implications. Thus, in 
our estimates of the government sector's contractionary impact we have added 
contributions to the sinking fund back in; these estimates are presented in Table 1. 


The most important single influence on the money supply stemming from the 
operations of the authorities is that of the forced savings scheme - the Central Provident 
Fund. The contractionary effect of the CPF (measured by the net inflow into the Fund) 
has grown sharply over recent years as the economy has grown and contribution rates and 
contribution ceiling levels have been successively raised. The CPF maintains the bulk of 
its balances at the MAS as 'advance deposits' which are converted into government bonds 
when they are issued. Hence, in Table 1, the contractionary impact of the CPF is 
represented as the 'CPF Net Inflow', while the 'Increase in other Domestically Held 
Government Debt' represents the total of domestic government bond and treasury bill 
issues which are not taken up by the CPF. 


The sum of the announced public sector surplus with the contribution to the sinking 
fund, the CPF net inflow, and government bond sales to domestic institutions other than 
the CPF gives the total monetary flow from the private sector to the public sector (i.e. 
Central government, the Statutory Boards and the CPF) and, in a sense, represents the 
potential contractionary impact of the authorities on the monetary base. It would only 
be the actual contractionary effect, however, if the government sector kept all its 
balances at the MAS. In fact this is not the case and the government sector (probably 
the statutory boards in particular) keeps large deposits with the commercial banks. 
These have grown rapidly over recent years, perhaps because of monetary policy 
considerations. The total of government sector deposits with the commercial banks is 
published monthly and in Table | the annual increase in these deposits is subtracted from 
the increase in the government's monetary claims to arrive at an estimate of the 
increase in the government sector's net claims on the MAS. 


The resulting figure is compared in the table with the figure for the increase in 
‘government deposits' given in the monetary formation table published by the MAS. It 
can be seen that there is a close agreement between the two figures and this acts as a 
useful validation of the methodology employed in the derivation of the increase in the 
government's net claims on the MAS explained above. The MAS monetary formation 
table is available on a monthly basis and thus the 'government deposits' figure given there 
provides a short term guage of the government's contractionary impact on the monetary 
base, in the absence of any published detailed consolidated balance sheet of the 

“authorities. 


An attempt is also made in Table | to reconcile those figures for the authorities 
negative impact on the monetary base with figures derived from the abbreviated balance 
sheets of the combined monetary authorities published in the IMF's International 
Financial Statistics. The problem here is that periodically the government invests the 
bulk of its deposits at the MAS in foreign assets. This operation, when it takes place, 
results in a large reduction in government deposits at the MAS and a corresponding 
reduction in the foreign assets of the MAS, thus shrinking the MAS balance sheet. The 
IMF data correctly consolidate the government's acquired foreign assets back into the 
monetary authorities' balance sheet, necessarily including an offsetting item as a liability 
in the 'Net Other Items' category, which can be seen as representing the government's 
net worth. To obtain an appropriate measure of the government's contractionary effect 
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on the monetary base this ‘other item' has to be added back into the recorded figure for 
government deposits, and this is done in Table 1 by adding the government's accumulation 
of foreign exchange (from government finance figures) to the change in the recorded 
figure for government deposits at the Monetary Authorities. It can be seen that the 
resulting figure agrees fairly well with the figures derived from the data published by the 
Singapore authorities for most of the last seven years (1981 perhaps being something of 
an exception). 


The most striking thing to emerge from the table as a whole is the recent trend, 
particularly evident since 1980, for the government's contractionary effect on the 
monetary base to have grown at an increasingly rapid rate, particularly in relation to 
Singapore's overall balance of payments surplus. For instance (taking a rough average of 
the figures in Table 1) in 1978 the government's negative impact on the monetary base 
was roughly in the order of S$1.7 bn, of similar magnitude to the overall balance of 
payments surplus in that year, of S$1.5 bn. By 1980 the government's contractionary 
effect had grown to about $$2.5 bn, still not too far out of line with a balance of 
payments surplus of S$1.4 bn, but, whereas the overall balance of payments surplus was 
between S$1.9 bn and S§2.6 bn for each of the years 1981-1983, by 1983 the government's 
negative impact on the monetary base had grown to over S$5 bn. 


The rapid growth in the amount of base money that is naturally withdrawn from the 
financial system as a by-product of the government sector's operations relative to the 
potential supply of base money to the system (at the existing exchange rate for the 
Singapore dollar) arising from the balance of payments via the MAS' operations in foreign 
exchange, can easily explain both the failure of the Singapore dollar to continue in its 
rising trend on the foreign exchange markets since 1980, and also the long run downtrend 
in money growth that has been evident since that year (Charts 1 and 2). However, even 
given that fact, an admittedly very simple argument could say that even if the MAS had 
purchased outright each year since 1980 an amount of foreign exchange exactly 
equivalent to the balance of payments surplus (thus maintaining the exchange rate at a 
constant level) then, all other things being equal, there would still have been a massive 
contraction in base money in each of these past three years which, of course, there was 
not. In reality the figures for the balance of payments surplus and the government's 
negative impact on the monetary base cannot exactly be compared because of valuation 
problems arising from exchange rate movements. However, the fact that the exchange 
rate for the Singapore dollar did remain fairly stable over the period 1980-1983, and that 
the monetary base continued to grow over these years, suggests that the authorities must 
have been substantial net suppliers of liquidity to financial institutions through methods 
other than those purely involving foreign exchange e.g. perhaps MAS operations in the 
discount market or open market operations in commercial paper. If this were the case, it 
would go contrary to the accepted view of the operation of monetary policy in Singapore. 


If we look at the individual sources of the government sector's monetary 
contractionary impact presented in Table 1, then no clear trend emerges as to which of 
the components listed has been most responsible for the sharply increased contractionary 
effect of the government since 1980. It can be seen that, as might be expected, the CPF 
has constituted the major contractionary force in each year since 1979, although in 1983 
its relative importance was much less than in 1982 when a sharp increase in the CPF's 
net inflow was the major component of the government sector's markedly increased 
contractionary impact in that year. CPF contribution rates have continued to be raised 
each year (although by less in 1983 than in preceding years). The main factor which has 
latterly acted to reduce the growth of the net inflow into the CPF has been the rapid 
rate of withdrawals. Members are permitted to withdraw funds upon retirement or under 
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SINGAPORE 
CHART 2: SEASONALLY ADJUSTED MONEY 
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SINGAPORE 


CHART 4: NET INFLOW INTO THE C.P.F. 
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CHART 5: GOVERNMENT DEPOSITS WITH THE 
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approved schemes, by far the most important of which is the Home Ownership Scheme. 
Withdrawals of funds for house purchase have accelerated rapidly since early 1982 when 
the scheme was extended to encompass private, as well as public, housing, and this 
explains virtually all the recent very sharp acceleration in the rate of withdrawals 
evident in Chart 3. Despite a rise in the salary ceiling on which CPF contributions are 
paid, from $$3,000 to $$4,000 in November 1983 (which explains the slight blip up in the 
growth rate of contributions then, noticeable on the Chart), by April of this year 
withdrawals under the Home Ownership Scheme had reached such a high level that for 
the first time ever on a monthly basis there was a net outflow from the CPF, making the 
CPF a net contributor to liquidity in that month. This will prove to have been a 
temporary phenomenon, however, as it was partly due to seasonal factors (see Chart 4) 
and also preceded a very large increase in contribution rates in July, when the total 
contribution rate was raised from 46% to 50% (25% from employer and 25% from 
employee) and the salary ceiling was raised further, to $$5,000. 


For 1983, as can be seen from Table 1, the most important factors in the marked 
increase in the government sector's net claims on the MAS were the increase in the 
public sector's fiscal surplus (when the contribution to the sinking fund is included) and 
the increase in government debt held outside the CPF. The increase in outstanding 
government debt is partly accounted for by a $$6.15 bn bond floatation in the second 
quarter, not all of which was taken up by the CPF, but can also be partly attributed to an 
increase in non-CPF advance deposits with the MAS (i.e. deposits which represent the 
‘waiting list' for future issues of government bonds). 


Even though the overall contractionary impact of the government in 1983 was huge, 
it could have been even larger had it not been for a big increase in public sector deposits 
at the commercial banks. The Central Government and CPF maintain the bulk of their 
balances at the MAS and so, other things being equal, an increase in government deposits 
at the commercial banks is more likely to be attributable to the statutory boards. The 
statutory boards function independently from the government and work to a budget and 
hence (at least in the past) have been more likely to keep deposits at commercial! banks 
where they can earn interest. The seven major statutory boards in fact ran a large 
combined deficit last year - of S$2.048 bn. However, this is not necessarily inconsistent 
with a build-up of statutory boards! deposits at commercial banks because the deficit was 
incurred by the Housing and Development Board (HDB), Public Utilities Board (PUB) and 
Jurong Town Corporation (JTC), and was financed mainly by loans from Central 
Government rather than through a rundown in deposits. Thus it is possible that any 
surpluses incurred by the other statutory boards may have translated into an increase in 
overall government deposits at the commercial banks. Nevertheless there may have also 
been a monetary policy element in the recent build-up of government deposits in the 
commercial banks if the government has been trying at all to divert liquidity back to the 
banking sector, and consequently the economy. 


In this respect the recently legislated amendments to the Banking Act, which allow 
the MAS to pay interest on all its deposits and provide commercial banking services to 
government agencies, statutory boards and companies in which the government holds a 
20% stake or more, could potentially be very important. If it leads to an even more rapid 
build-up in government sector deposits at the MAS as the statutory boards now 
accumulate deposits at the MAS in preference to the commercial banks (as some 
Singapore bankers fear might happen) then it would obviously be very deflationary. 
However, it seems unlikely that the authorities would permit this to happen, at least in 
large degree, and that in such an instance the government would act to divert public 
sector deposits back into the banking system. Nevertheless, if the recent legislation has 
any effect on monetary conditions in Singapore at all, it will certainly be in the way of 
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increasing the bias towards tighter liquidity in the system which exists as a result of the 
operations of the government sector. 


Monthly figures for the total of government deposits held at the commercial banks 
are available and the three month moving average of the monthly increase in these 
deposits is plotted on Chart 5. Charts 6 and 7 portray, respectively, the quarterly 
increase in government domestic debt not held by the CPF and a proxy for the quarterly 
behaviour of the public sector fiscal surplus. This proxy is derived from taking the IMF 
figures for the fiscal surplus of the Central Government and adding on a residual factor 
(assumed to be devoid of seasonal influences) which represents the surplus of the rest of 
the public sector, and is calculated simply so as to make the annual figures implied by 
the Chart the same as those given in Table 1. 


Thus, between them Charts 4, 5, 6 and 7 depict the shorter run behaviour of the 
components of the government sector's contractionary influence given in Table 1. In 
Chart 8 these four components are added together on a quarterly basis to give the total 
increase in the government's net claims on the MAS. This derived quarterly figure is 
compared with the quarterly increase in government deposits given in the MAS monetary 
formation table, as a check, particularly, on the degree of error introduced by the 
necessity of using an estimate for the public sector's fiscal surplus. It can be seen from 
this chart that, although on an annual basis the CPF net inflow is the largest single 
influence on the monetary base, on a short term basis the seasonal influences on the 
public sector fiscal surplus (where government revenues are to an extent concentrated in 
the third quarter) and on government deposits with the commercial banks predominate to 
give the overall increase in the government's net claims on the MAS its seasonal profile. 
This seasonal profile (highly contractionary in the third quarter, much less contractionary 
in the fourth quarter) then reinforces the seasonal influences inherent in the balance of 
payments (see AMM Vol. 8 No. 1) to give money growth its characteristic seasonal 
pattern. 


In Chart 9 seasonal factors are eliminated by taking a 12 month moving total of the 
increase in 'government sector deposits' (from the monetary formation table) and 
comparing this with the year-on-year rate of M2 growth. From this chart it can be 
clearly seen that over the last four years the trend towards an ever more rapid build-up 
in government deposits with the monetary authorities, particularly when looked at in 
relation to Singapore's balance of payments surplus, has been associated with a general 
downtrend in the rate of money growth. The cyclical upturn in money growth from the 
second quarter of 1982 was, of course, the result of a marked improvement in Singapore's 
balance of payments and this has been well documented in past issues of AMM (AMM Vol. 
7 No. 2, AMM Vol. 8 No. 1). Nevertheless, it is notable that a study of trends in the 
balance of payments alone would suggest that money growth should have reached a 
higher level at the end of 1982 than at the end of 1980. The fact that it did not can be 
attributed to the vastly increased contractionary effect of the public sector's operations 
over the two intervening years. 


From Chart 9 it can be clearly seen that the government's contractionary influence 
on the money supply has significantly decreased over the last ten months. This is clearly 
attributable to the massive drop in the size of the net inflow into the CPF, discussed 
earlier. Unfortunately, except for the slight improvement at the end of 1983, money 
growth has failed to pick up, a fact which does not bode well for the course of liquidity 
over coming months, as it is probably due to the beginning of a deterioration in the 
overall balance of payments position. 
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SINGAPORE 
CHART 6: LENDING TO THE GOVERNMENT BY 
INSTITUTIONS OTHER THAN THE 'C.P.F. 
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SINGAPORE 
CHART 8: THE GOVERNMENT SECTOR'S 
NEGATIVE IMPACT ON THE MONETARY BASE 
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SINGAPORE 
CHART 9: THE IMPACT OF THE PUBLIC 
SECTOR'S OPERATIONS UPON MONEY GROWTH 
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FORECAST: The recent decrease in the government sector's contractionary impact on 
the monetary base should be seen as only a temporary phenomenon. For the CPF, the 
recent rapid rate of withdrawals for house purchase can, by its nature, be only temporary 
and, given the deteriorating outlook for the residential property market and the recent 
rising trend in interest rates, it would not be surprising if, at the time of writing, the 
rate of withdrawals had already begun to slow. When taken together with the large 
increase in CPF contribution rates in July this suggests that forthcoming data will show a 
marked increase in the CPF net inflow, back to levels more typical of recent historical 
experience. Looking further out we should expect the HDB to become less of an 
expansionary force as it begins to slow the rate of building in its massive public housing 
project. Indeed, as the housing units are sold and the HDB begins to pay back its large 
borrowings from Central Government the major statutory board may even become a net 
contractionary force on the money supply. Finally, it remains to be seen what effect, if 
any, the recent changes in Singapore's Banking Act will have but, as stated earlier, if the 
new legislation has any impact on liquidity at all it will be towards making it tighter, if 
statutory boards begin to increase deposits with the MAS in preference to the 
commercial banks. 


When this outlook for the government sector's influence on the monetary base is 
combined with the vulnerability of Singapore's balance of payments to a reduced level of 
capital inflow (discussed in AMM Vol. 8 No. 1), it makes the outlook for liquidity in 
Singapore look very poor indeed. There is already evidence that the rate of monetary 
capital inflow into Singapore may have slowed somewhat this year. In the five months 
between January (the recent 'peak' of M2 growth) and June the net amount due from 
Singapore's commercial banks to banks outside Singapore rose by a mere $$228.8 million, 
compared to an increase of $$1508.8 million in the prior five month period. This 
reduction in the monetary capital inflow into Singapore can be at least partly attributed 
to a reduction in the size of the monetary capital flow from Asian Currency Units to 
domestic Singapore banks. 


It may be that liquidity in Singapore can be supported by continued strong growth in 
Singapore's exports over coming months. However, unless the MAS makes a fairly 
fundamental change in its monetary policy ultimately the forces leading towards lower 
money growth (i.e. the growing deflationary tendency of the government sector, and 
declines in the rate of monetary capital inflow) will take hold again. 


Unless the MAS at least modifies its monetary policy to allow the Singapore dollar 
to fall on the foreign exchanges, we would not be surprised to see all the monetary 
aggregates showing negative year-on-year growth rates within a year. If this indeed 
were to be the case it would obviously bode ill for Singapore's capital markets and 
ultimately the domestic economy itself. 
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SURVEY ARTICLE 


SOME RECENT DEVELOPMENTS IN THE FREE WORLD OIL 
MARKET 


Introduction 


In December 1980, the Lybian, Nigerian and Venezuelan authorities successfully 
offered their domestic oil production for sale - on short term contracts - at US$40 per 
barrel. This price represented a substantial premium to the then "marker price" (for 
Saudi light crude) of US$34 per barrel. This price difference was officially explained as 
representing a justifiable market premium for higher quality (lower sulphur content, 
"sweeter") crude petroleum. Nevertheless, it may have appeared at the time that the 
OPEC cartel was under pressure primarily because Saudi Arabia refused to sanction a 
higher marker price for oil. 


By contrast, it is at present evident that the price of oil is under downward 
pressure. The marker price of Saudi light has been reduced to US$29 per barrel. The 
spot price of oil has traded at a (sometimes substantial) discount to official market 
prices consistently during the last three years. The futures market in oil and oil related 
products has occasionally discounted a market spot price for oil of approximately 
US$25. A growing proportion of commentators, it would appear, lack confidence that the 
market price for oil can be sustained at its current level. This may be reflected in the 
large increase in the proportion of oil purchases and sales how conducted on the spot 
market rather than on medium or longer term contracts. The Petroleum Intelligence 
Review estimates that some 40%-45% of free world transactions in crude oil are now 
conducted on the spot market, compared with only a small fraction in 1978. 


It is a fact that the members of the OPEC cartel have gone to great lengths in 
order to limit the decline in the price of oil. The OPEC cartel has restricted its output 
to an estimated 18 million barrels per day in 1983, down by a factor of more than one 
third from the 31 million barrels per day produced during 1977, 1978 and 1979. OPEC's 
collective oil output reductions have had a very substantial adverse impact on the 
current account position of the cartel members. OPEC's net current account position has 
been transformed from a surplus of US$45 billion in 1979 to a deficit of US$23 billion in 
1983*. Saudi Arabia has borne an unequal burden in limiting the decline in oil prices. 
Saudi oil production has fallen from peak levels of 11-12 million barrels per day in the 
summer of 1980 to as low as 4 1/2 million barrels per day recently. As a result, the Saudi 
share of OPEC production has declined from roughly one third in 1978-1981 to around one 
quarter over the last twelve months. 


However, in spite of the large cutbacks in OPEC production over the last four 
years, fundamental pressures continue to build for a substantial reduction in oil prices. 
In a sense, it is obvious that oil prices are under downward pressure; after all, prices have 
declined during a period of moderately strong recovery in the major oil consuming 
economies and at a time of heightened hostilities in the Middle East. However, the 
fundamental evidence outlined below seems to suggest that oil prices may eventually 
decline by a margin greater than is generally thought likely. 


* Source IMF: International Financial Statistics 
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CHART 1 
THE SUPPLY OF FREE WORLD OIL AND THE LEVEL OF REAL(OECD) GNP 
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A Reduction in the Demand for Oil........ 


Chart 1 records the level of "free world" supplies of oil and level of real OECD 
GNP since 1971. Since the effective supply of oil at prevailing market prices must, net 
of inventory adjustments, be equal to its demand, changes in the level of free world oil 
supplies must be approximately equal to changes in the effective demand for oil at 
market prices. 


There are at least two notable features of Chart 1. First, notwithstanding the 
quadrupling of oil prices in 1973, the demand for oil in the 1975-1979 period rose more or 
less in line with changes in real incomes in the OECD. Second, the demand for oil has 
declined by 15% since 1979. Initially, some commentators attributed this decline in oil 
demand to the impact of the 1982 recession; in other words, they argued that the fall in 
the demand for oil reflected declining real incomes rather than "too high" oil prices. It 
would appear, however, that this view is mistaken. The 15% drop in the demand for oil 
between 1979 and 1983 occurred in spite of a 5% improvement in OECD real incomes. 
An approximate indication of OECD economies' success in conserving their demand for 
oil is recorded in Chart 2. Chart 2 records an index of the demand for free world oil per 
unit of real OECD output, since 1971. To the extent that the trend in OECD demand for 
oil is representative of the total free world demand for oil (which seems a reasonable 
approximation), Chart 2 represents a good indicator of changes in the efficiency of oil 
use in the free world. It is evident from Chart 2 that whereas OECD demand for oil per 
unit of real output was comparatively stable during the 1970s, up until the second oil 
crisis in 1979, there have been substantial economies in the OECD's use of oil since 
then. Effectively, Chart 2 suggests that the demand for oil per unit of output may have 
fallen by slightly more than 20% as a result of the 1979 increase in oil prices. In turn, 
this implies an increase in the efficiency of oil usage per unit of real GNP in the order of 
4% per annum since the second oil crisis. 


eeeeeeeeand an Increase in the Supply of non-OPEC Oil........ 


Chart 3 briefly summarises the recent trend in the demand for oil, proxied by the 
free world production of oil, relative to its supply from OPEC and non-OPEC sources*. 
It is evident that non OPEC oil production currently exceeds that from OPEC sources. In 
other words, it is clear that the main beneficiaries of the OPEC cartel are no longer the 
cartel's members, but their competitors. 


The large increase in non-OPEC oil production is a further indication that the 
current oil prices offer the prospect of "super normal profits". In other words, oil is 
currently over-priced and this has encouraged a competitive response from non-OPEC 
producers, which have increased their output at a compound annual rate of between 8% 
and 9% since 1976/77. 


seeeeeeeNaS Dramatically Reduced the "Demand" for OPEC Oil Output....... 


It is a standard thesis in classical economics that unless the members of a cartel 
can effectively monopolise the output of its industry, the cartel will eventually fail, 
irrespective of the demand for the industry's product. If the demand for the industry's 
output is declining, as is presently the case with oil, then the cartel will fail sooner than 
would otherwise be the case. 


* Source: International Petroleum Review 
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CHART 2 
AN INDEX OF THE DEMAND FOR OIL PER UNIT OF REAL(OECD) GNP 
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The OPEC cartel is caught in a pincer between increased efficiency of oil usage 
and increased (usually non-price) competition from non-OPEC producers. From OPEC's 
perspective, the Cartel is now in the unenviable position of being the residual supplier in 
the world oil market. 


Chart 4 illustrates the trend in the supply of OPEC oil* relative to the level of 
GNP in OECD economies since 1960/61. Chart 4 highlights the decline in the demand for 
OPEC - as the residual producer - oil output since 1979, during a period when there was a 
net increase in OECD real GNP. The chart also indicates the decline in Saudi Arabian oil 
production. Saudi Arabia - which has borne an unequal share in maintaining the current 
oil price structure - now produces less oil than in 1971. 


Chart 5 gives an approximate summary of the net impact i) of increased efficiency 
of oil usage and ii) of the increase in the supply for oil from non OPEC sources, on the 
demand for OPEC oil per unit of OECD real GNP. Chart 5 implies that the demand for 
OPEC oil output would more than have halved between 1971/76 and 1983/84 had it not 
been for higher OECD real incomes**. 


seeeeeeand May Have Substantially Shortened OPEC's Life-Span 


In recent years the combination of i) an approximate 4% per annum improvement in 
the efficiency of oil consumption per unit of real (OECD) GNP, and ii) a 8%-9% per 
annum increase in non OPEC oil supplies has substantially reduced OPEC oil production - 
both absolutely and as a proportion of world output. 


These fundamental forces substituting for the use of OPEC oil are potentially very 
powerful. To illustrate; if (irrespective of any future change in oil prices) the recent 
trends in both the more economical use of oil and in the increase in non OPEC oil 
supplies are sustainable, OPEC oil production will plummet over the next several years. 
In an extreme example, if one assumes non OPEC oil supplies continue to expand at 8%- 
9% per annum then OPEC's share of the world oil market may fall to zero by the end of 
1992, even if one assumes average annual real GNP growth rates of 4% over the 
intervening period!*** 


The above example is purely illustrative, but emphasises the notion that if 
substitution away from the consumption of OPEC oil production continues at the pace of 
recent years, the OPEC cartel will prove to be short-lived. 


The tables below, which again are purely illustrative, indicate how rapidly OPEC's 
share of the world oil market may dwindle using different assumptions about prospective 
real GNP growth rates, prospective increases in the supply of non OPEC oil and 
prospective increases in the efficiency of oil usage per unit of real (OECD) GNP. 


* — Source: Central Intelligence Agency; National Foreign Assessment Centre: "The 
World Oil Market in the Years Ahead". August 1979. 


** As before, we use OECD demand for oil as a proxy for total free world oil demand. 


*** An assumed 4% per annum increase in real free world GNP would offset the assumed 
4% per annum improvement in the efficiency of oil usage, leaving the total free 
world demand for oil unchanged at approximately 38 million barrels per day. If non 
OPEC oil supplies rise at 9% per annum, they will exceed total free world demand 
for oil by 1992. 
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CHART 3 
THE SUPPLY OF OIL FROM OPEC AND NON—OPEC SOURCES 
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CHART 4 
THE SUPPLY OF OPEC OIL AND THE LEVEL OF REAL(OECD) GNP 
MN.BBL/DAY 
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CHART 5 


AN INDEX OF THE DEMAND FOR OPEC OIL PRODUCTION 
PER UNIT OF REAL(OECD) GNP 
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Table 1 
OPEC Oil Production (mil b. pd.) in 1989 (assuming no 
growth in OECD real incomes) 


Percentage per annum Increase in the Efficiency of Oil Usage 


Percentage per annum 
Increase in Non-OPEC 5 


Oil Production 


Table 2 
OPEC Oil Production (mil b. pd.) in 1989 (assumin 
2% p.a. growth in OECD real incomes) 
Percentage per annum Increase in the Efficiency of Oil Usage 
2 4 6 


Percentage per annum 
Increase in Non-OPEC 5 
Oil Production 


Table 3 


OPEC Oil Production (mil b. pd) in 1989 (assuming 
4% p.a. growth in OECD real incomes) 


Percentage per annum Increase in the Efficiency of Oil Usage 


Percentage per annum 
Increase in Non OPEC 5 


Oil Production 


Thus, to illustrate, if one believes that OECD real growth will average 2% per year 
over the next five years, that there will be an increase in the efficiency of oil usage of 
4% over that period, and that non-OPEC production rises 5% per annum during the 
interval, then OPEC is likely to be producing only 9 million barrels per day in 1989. 
OPEC produced 18 million barrels of oil per day at the start of 1984. 


These tables illustrate how rapidly, under a range of more or less plausible 


scenarios, OPEC production may decline. Notice that in the tables above there is only 
one scenario under which OPEC output will rise over the next five years. 
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Oil Price Implications 


It seems clear that the implications of the above analysis are bearish of the 
medium to long term outlook for oil prices. The general picture is weak, with the 
demand for oil declining over the last five years in spite of an increase in real incomes in 
the OECD, but this poor situation is exacerbated by the decline in the demand for OPEC 
- the residual producer - output*. The current level of oil prices is plainly conditional 
upon the strength of the OPEC cartel. Evidently, since 1979, the OPEC cartel has been 
weakened. OPEC production has fallen by 35% whilst official marker prices have 
declined by five dollars, to US$29. These actions to support the price of oil have not 
however alleviated the fundamental sources of stress to the cartel. Non-OPEC oil 
supplies have risen whilst at the same time the major oil consuming economies have 
conserved their use of this commodity. 


Whilst it is feasible that non-OPEC oil supplies will not increase as rapidly in the 
future as over the past decade, it is our judgement that efforts to conserve oil use will 
remain strong. Rather than anticipating a reduction in efforts to conserve oil usage, we 
should not be surprised if the oil consuming economies enhance the efficiency with which 
they consume oil. In other words it is possible, though perhaps not probable, that the 
decline in oil usage per unit of real output will be larger than the 4% per annum which, 
we estimate, has occurred since 1979. Official price cuts notwithstanding, oil remains an 
expensive commodity to a large proportion of its consumers. For example, the price of 
oil to W. German consumers, because of the Deutschemark's decline against the dollar, 
currently stands nearly 2% higher than at the time of the Iranian hostage crisis in mid 
1980. There is still a considerable incentive to conserve oil consumption. This incentive 
to reduce oil consumption will likely be brought to practical effect as oil consuming 
economies modernise and refurbish their capital stock. The implication of this is that 
sustained recovery in oil consuming economies should be thought of as a mixed blessing 
for the oil producers. Certainly a higher level of real income will, other things equal, 
increase the demand for oil, but sustained recovery also affords the opportunity to install 
more (oil) efficient capital equipment. It is probably no coincidence that the major 
economy (Japan) with the most sustained growth over the past decade has also, we 
believe, been the most successful in conserving oil consumption. The potential for 
improved efficiency of oil use is very considerable. Recent estimates suggest that 
contemporary US automobile models are approximately 80% more fuel efficient than 
their counterparts were in 1974. 


A further reason for believing that efforts to conserve oil use may rise, not fall, 
over the longer term is evidence from the experience of the mid to late 1970s. Chart 2 
shows that the OECD consumption of oil per unit of real output was comparatively stable 
after the first oil crisis. Nominal oil prices were fairly stable in the 1975-1979 period, 
but real oil prices fell by as much as one third. It is interesting to note that the relative 
consumption of oil was basically unchanged whilst the real price of the commodity 
declined substantially. This may imply that even at the 1975-79 oil price, consumers 
were keen to conserve their use of oil. 


Although the OPEC cartel has been weakened it remains, clearly, a major force in 
the oil market. Unfortunately there is little in the above analysis to suggest how much 
"weaker" OPEC will become before its declining share of oil output is reflected ina 
major slump in oil prices. Nevertheless, if the trends in both non-OPEC production and 
oil use conservation continue as over the last five years, it is clear that OPEC - the 
residual producer in the oil market - will be forced, each year, to reduce its output by 
between | 1/2 million and 2 million barrels per day in order to maintain current price 
levels. In the end, obviously, such a strategy must prove hopeless. 

* OPEC's recent experience bears out an important prediction of the theory of cartels, 
first formulated by Robert Liefmann, "Die Kartelle", 1905. The existence of a 
cartel is symptomatic of industry or product weakness. Growing industries don't 
form cartels. 
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Investors should think in terms of the price of oil declining to the levels of the mid 
1970s (i.e. to between US$10 and USS15 per barrel) at some stage over the next five to 
ten years. The choice of a price of US$10 to US$15 per barrel of oil is not solely a guess: 
this is the price range, approximately adjusted for inflation, within which the relative use 
of oil (see Chart 2) was stable. And it would appear that a reversal in the trend towards 
reduced use of oil per unit of output is the minimum we should look for before the bear 


market in the oil price is over. 
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INDIA 
A BRIEF OUTLINE OF INDIA‘S MONETARY EXPERIENCE SINCE 1970 


The aim of this article is to present a first review of the conduct of monetary 
policy in India since 1970 and to describe the use of principal policy instruments in 
achieving official credit and monetary targets. The environment in which monetary 
policy is formulated and practised in India differs greatly from that typical of more 
developed economies in the West and in the Asian Pacific Rim. Nevertheless a basic 
analysis of India's monetary experience should start with the same precepts as those used 
in the examination of monetary and banking systems in more developed countries. What 
are the Reserve Bank and central government's immediate monetary or credit targets? 
How are these targets achieved? What is the relationship between changes in the level 
of the targets chosen and changes in the level of the authorities' ultimate objectives - 
inflation, nominal incomes etc.? 


The Formulation of Monetary Policy in India: the Choice of Intermediate Monetary 
Targets 


The Indian authorities face the same basic technical options as other monetary 
authorities in their choice of an intermediate monetary target. In the long run the 
Reserve Bank may either control directly the rate of expansion of the monetary base or 
it may exercise indirect control over the base by managing or pegging the external value 
of the Rupee or by regulating the level of short term interest rates. Direct or indirect 
control over the expansion of the monetary base helps enable the Reserve Bank exercise 
control over the rate of growth of banks' balance sheets as a first step in formulating 
macro-economic policy. 


In the short run, however, the Reserve Bank may temporarily evade the choice 
between direct and indirect control over the monetary base by exercising direct 
constraints - through credit controls - over the growth rate and composition of 
commercial banks' balance sheets. In a highly regulated, centrally planned economy such 
as India's - where all major financial institutions have been nationalised - direct controls 
on banks' balance sheets may have an intuitive appeal. But, if in the course of 
conducting monetary policy through the implementation of credit controls the monetary 
base is allowed to grow at an excessive rate the Indian authorities will find themselves 
confronted with the same problems as in any other economies where similar policies have 
been pursued. If the monetary base is allowed to grow at an excessive rate then 
commercial banks (and other financial esteeuciohsts over time, will generally find ways to 
circumvent credit controls and hence will expand their balance sheets: money and credit 
growth will thus rise until orthodox - either direct or indirect - policies are implemented 
to reduce expansion in the reserve base. 


Direct Monetary Base Control has not Featured Strongly in Indian Monetary Policy 


Vault cash and banks' deposits at the Reserve Bank are the only reservable assets in 
the Indian banking system. Indian commercial banks are required to hold a specified 
minimum (currently, 9%) level of reserves - the Cash Reserve Ratio - against their 
eligible liabilities. Thus, in theory, central bank direct control over the reserve base 
could provide adequate control over the growth of banks' balance sheets in India. 


In practice, however, neither monetary base nor money supply targeting have 
played an important role in either the strategy or tactics of Indian monetary policy since 
1970. The reasons for this are straight forward. First, the Reserve Bank of India lacks 
both short and medium term control over the reserve base. Second, in any event, the 
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Reserve Bank is generally reluctant to try to exercise direct control over the base 
because this would imply a desire to restrain the absolute size of banks' balance sheets 
whereas, in practice, the Indian authorities are as interested in influencing the 
composition of banks' balance sheets. 


Underlying both reasons for trying to avoid direct control over the monetary base is 
the Indian authorities' stated objective to try to achieve a more "desirable" distribution 
of incomes in the domestic economy. In practice, a key element of the policy to 
redistribute income shares have been to increase substantially the relative size of the 
government sector and to allocate (credit) resources to certain preferred sectors of the 
economy. 


The increase in the relative size of the government sector has been accompanied by 
a large increase in the Indian authorities' domestic fiscal deficit and an increased 
proportion of this deficit has been monetised by the Central Bank. Central Bank net 
lending to the government has become by far the largest source of the monetary base. 
Because yields on government obligations are artificially low* the Reserve Bank acts 
effectively as the residual source of finance for the fiscal deficit and hence effective 
control over the rate of growth of the base lies mainly with the central government 
rather than with the Reserve Bank. 


The authorities' desire to allocate credit to preferred sectors of the economy is a 
further impediment to the practical use of monetary base control. For example, if the 
Indian monetary authorities sought to restrict monetary growth this may normally imply 
pro-rata reductions in the growth of the various classifications of banks' assets. It would 
also imply a general increase in the cost of credit. In practice, however, the Indian 
central authorities have been extremely reluctant to ration the availability of bank 
credit to preferred sectors of the economy. For example, commercial bank credit to 
finance the purchase of food grains have never been rationed. The perceived need to 
ensure that bank credit is readily and cheaply available to certain borrowers is a clear 
constraint to the implementation of monetary policy through monetary base and money 
supply targeting. 


Indirect Control over the Monetary Base does not Appear to have Featured in Indian 
Monetary Policy 


The Rupee is a managed currency. The authorities' regulation of the external value 
of the currency will, therefore, indirectly impact the growth of the monetary base 
through changes in the balance of payments. 


The announced official guidelines for management of the Indian Rupee are 
sketchy. The Rupee is managed against an unspecified basket of currencies where the 
Pound Sterling is the intervention currency. The Reserve Bank states that official 
management of the Rupee is undertaken such that i) in the short term, the 
Sterling/Rupee rate fluctuates by no more than 2 1/2% each week and ii) in the long 
term, the Rupee's nominal effective exchange rate against the basket of currencies does 
not deviate by more than 5% either side of the level pertaining in June 1975, when the 
managed exchange rate policy was inaugurated. 


However, since the Reserve Bank publishes neither the composition nor the weights 
of the components of the basket, observers have no way of checking whether or not the 
long term policy has been maintained. In the absence of other official statements or 
evidence it is therefore difficult to assess or describe the objectives of Indian foreign 
exchange rate policy. We surmise however - although this remains uncertain - that the 


* Three month Treasury Bills currently yield 4 1/2%, compared with a current 
inflation rate of 14%. 
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Reserve Bank does not manage the external value of the Rupee with the explicit or 
acknowledged intention of influencing indirectly the growth of the reserve base. 
Essentially the arguments are similar to those set out above. Any attempt to control 
indirectly the growth of the monetary base through management of the exchange is likely 
eventually to prove unworkable if, as in India's example, growth in the base is mainly 
determined by the expansion in net central bank lending to the government. Moreover 
even if the Indian authorities were generally able to influence the base indirectly, the use 
of the exchange rate as an indirect instrument of monetary policy is likely to be heavily 
constrained by the authorities' desire not to restrict credit to certain sectors of the 
economy. 


Commercial Bank Credit to "Non-Preferred" sectors of the Economy: The Principal 
Target for Monetary Policy 


In practice, the Reserve Bank has attempted to circumvent the choice between 
direct and indirect control over the base by targeting growth in certain categories of 
banks' assets. Since 1970, the Reserve Bank has focused mainly on the category of 
commercial bank non-food credit and has generally sought to achieve its "target" for 
growth in this classification of banks' assets by enforcing credit controls. 


However, the manner in which the Indian authorities arrive at their "target" for 
growth in commercial bank non-food credit underlines the weaknesses inherent in this 
approach to formulating monetary policy. Essentially, the Reserve Bank utilises a 
residual estimation technique in reaching its target for commercial bank non-food 
credit. The Reserve Bank tries to estimate the total resources available for lending by 
the commercial banks, deducts prior "claims" on these resources implied by the Cash 
Reserve Ratio, the Statutory Liquidity Ratio* and by lending to preferred sectors of the 
economy and arrives at a residual "target" for non-food credit. However, it is evident 
that the authorities cannot accurately forecast the total resources available for lending 
by the commercial banks unless they can anticipate growth in the monetary base. Any 
unanticipated change in the rate of growth of the reserve base will, over time, lead to 
the Reserve Bank undershooting or overshooting their target for commercial bank non- 
food credit. 


A Brief Description of the Conduct of Monetary Policy since 1970 


Chart | records the trend in the monetary base in India since 1961, together with 
the components of the base. Chart | highlights the rapid growth in net central bank 
lending to the government as the principal source of the growth in the base since 1970. 
Charts 1 and 2 together provide a useful summary reference point in outlining India's 
recent monetary experience. The recent experience may be divided into four intervals. 


1971-1974: Higher Monetary Growth Precedes Sharply Higher Inflation 


As in majority of other economies, India experienced a monetary boom and higher 
inflation during the early part of the 1970s. M1 growth doubled between 1970 and 1973 
(see Chart 2) and consumer price inflation accelerated from 2%, year-to-year in mid- 
1971 to more than 30% in 1974. 


* Commercial banks and other financial institutions must hold a proportion, currently 
equal to 36% of total demand and time deposits, of their total assets in eligible 
liquid securities (Federal government securities, authorised state and local 
obligations and securities where both principal and interest payments are Federally 
guaranteed). Since 1970 the SLR ratio has been increased from 26% to 36%. This 
increase mainly reflects the increased role of the public sector in the Indian 
economy: the rise in the SLR ratio has increased effectively the "captive market" 
for unattractively priced government obligations. 
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During 1971/72 and 1972/73, monetary policy was conducted against the 
background of a domestic economy severely weakened by a prolonged period of drought, 
poor food grain production and famine in parts of the country. The drought was one 
cause of a steady rise in the government's fiscal deficit between 1971 and 1974. The 
fiscal deficit was also boosted by a political commitment to increase substantially 
defence expenditure, following the Indo-Chinese wars in 1969 and 1970. 


The increase in the fiscal deficit was accompanied by a greater than proportionate 
rise in Reserve Bank net lending to the government - the Reserve Bank monetised 59% of 
the domestic fiscal deficit in 1973/74 compared with 35% in 1970/71 - and sharply higher 
growth in both the monetary base and Ml. The monetary base increased at an average 
annual pace of 15% between 1971 and 1974, compared with less than 5% annual growth in 
the period 1960-1969. 


During the 1971-1974 period the cumulative growth in net Reserve Bank credit to 
the government exceeded that of the base as a whole. Thus one may conclude that the 
period of expansionary monetary growth was virtually entirely the result of a 
monetisation of a portion of the government's fiscal deficit. India's experience thus 
contrasts with that of many economies in the Asian Pacific Rim. Economies such as 
Japan, Australia and Singapore also experienced sharply higher monetary growth in 1971- 
73, but in each case the primary source was the growth in net foreign assets deriving 
from a cyclical surplus on balance of payments. However, a glance at Chart | indicates 
that the Reserve bank's net foreign exchange holdings rose a negligible amount in the 
three years to 1973. 


1974-1975: Monetary Restraint 


During 1973, the Indian monetary authorities became increasingly alarmed about 
the high level of monetary growth and rising inflation. During the year a range of 
measures were implemented to try to stem the increase in banks' balance sheets. 
Selective controls were imposed on commercial bank credit to certain industrial sectors 
of the economy, whilst a wide variety of credit "norms" were established for remaining 
non-preferred sector borrowers. Finally, in the final quarter of 1973, total commercial 
bank growth credit ceilings were introduced and the Cash Reserve Ratio was raised from 
3% to 7%. 


Monetary growth slowed somewhat during the first quarter of 1974, but whilst 
growth in the monetary base remained strong (refer to Chart 1) there could be little 
chance of this being sustained. 


Effective monetary restraint was not implemented until the second half of 1974, 
when a package of deflationary measures were introduced, including a rise in the Reserve 
Bank's Discount Rate from 6% to 9% and a reduction in the central government's fiscal 
deficit. The increase in central bank regulated interest rates was accompanied by higher 
yields on official debt. This helped the Reserve Bank to reduce the proportion of the 
fiscal deficit which was monetised from 59% in 1973/74 to 37% in 1975/76. Reduced 
growth in net central bank lending to the government resulted in slower growth in the 
monetary base (see Chart 1) and a sharp decline in the growth of the wider monetary 
aggregates (see Chart 2). Restrained monetary conditions led ultimately to significantly 
lower inflation, with consumer prices falling by approximately 5% in the year to June 
1976. 


The salient feature of India's monetary experience in the years 1971 through 1976 is 
that the Reserve Bank's practice of targeting a specific category of commercial banks' 
assets proved singularly unsuccessful in determining growth in banks' balance sheets or in 
influencing the trend of domestic inflation. When, in late 1973, the Indian authorities 
sought to reduce substantially the level of inflation they were forced to turn to orthodox 
means - by curtailing growth in the monetary base - to restrain money and credit growth. 
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INDIA 
Chart 1: Sources Of Monetary Base 
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INDIA 
CHART 2: MONEY, OUTPUT AND PRICES 
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1976-1979: Large External Surpluses Create Easy Domestic Monetary Conditions 


Between the.end of 1975 and the beginning of 1979 consumer prices in the Indian 
economy were basically unchanged. The improved competitiveness of the Indian 
economy, during a period of strong growth in world trade, encouraged improved growth in 
Indian exports in 1976 and 1977. In 1979, the value of Indian exports were 70% higher 
than in 1976. The strong export performance was mainly responsible for the creation of 
substantial current account surpluses in 1977 and 1978 which in turn led to a large 
increase in the net foreign assets component of the monetary base (see Chart 1) anda 
rise in monetary growth. 


1980-1983: Unsuccessful Attempts to Restrain Monetary Growth 


Although Indian inflation has been moderate over the last three years, by 
comparison with the 1972/74 period, the basic objective of monetary policy has been to 
restrain money and credit creation in order to dampen inflationary expectations. In its 
attempt to restrict the rate of growth of banks' balance sheets the Reserve Bank, as in 
1973/74, has targeted successive reductions in the annual increase in commercial banks' 
non-food credit and raised the Cash Reserve Ratio to 9% in 1982. However, growth in 
non-food commercial bank credit measured 17% in both 1982 and 1983, despite an 
increase in the Discount Rate, to 10%, and M1 growth averaged 14.6%, annually, over the 
period. 


The reason monetary policy has been more lax than the Reserve Bank had intended 
is that the Indian monetary authorities have been unable - or unwilling - to restrict the 
growth of the monetary base. Reserve Bank net credit to the government has soared 
150% (see Chart 1) since 1979, swamping a decline in the net foreign exchange holdings 
source of the base, and this has been wholly responsible for an average 14.5% annual 
increase in the base over the last four years. Until such time as the Indian authorities 
act concertedly to reduce excessive growth in the base, monetary growth will continue at 
a high level, risking rising inflation. 


Conclusion 


The Indian monetary authorities lack the means for effective medium-term control 
over money and credit growth in the domestic economy. In practice, the rate of growth 
of the monetary base is determined by the central government's fiscal strategy as the 
Reserve Bank has been obliged to monetise a large and generally rising proportion of the 
Commonwealth government's fiscal deficit. In theory, the Reserve Bank could offset its 
increased net lending to the government by reducing its claims upon the local banking 
system or by managing the external value of the Rupee so as to encourage an overall 
balance of payments deficit. In practice, the effective use of both these options is 
heavily constrained by the perceived need to ensure that bank credit is readily and 
cheaply available to certain borrowers. 


Effective control over money and credit growth in India lies with the central 
government rather than with the Reserve Bank. Over the medium term the Reserve 
Bank cannot exercise effective independent restraint in the face of "expansionary" 
government fiscal policies. Nevertheless, the history of the 1970s is moderately 
reassuring. When faced with excessive monetary growth and rising inflation during 1973 
and 1974, the Indian authorities did exercise orthodox measures of restraint: the Indian 
government reduced its fiscal deficit, raised interest rates and slowed growth in the 
monetary base. During the period 1971-1980, India's inflation record compared 
favourably with that in the US. India's consumer price index rose at an average annual 
rate of 8.5% over the period, compared with 8.4% in the US. 


Since 1980, the Reserve Bank's stated policy has been to restrict the availability of 
credit and money to the domestic economy. The Reserve Bank has not succeeded in this 
objective because it has proved unable, or unwilling, to restrict growth in the monetary 
base. The recent rapid increases in reserve money must soon be reversed if India is not 
to have its international reputation for financial conservatism tarnished. 
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MALAYSIA 
THE MONETARY CONSEQUENCES OF FISCAL “AUSTERITY ’ 


As was widely expected, the recently announced Malaysian budget for 1985 
continued the trend towards expenditure restraint which has been in evidence in 
Malaysian budgets since the first cutbacks in development spending in mid-1982. Since 
that time development expenditure has been gradually reduced in an.effort to reverse the 
highly expansionist fiscal policies which had been in place between 1980 and 1982, and 
control Malaysia's burgeoning external debt. 


Malaysia's fiscal strategy was effectively laid out in last year's budget (for 1984) 
when then Finance Minister Tunku Razaleigh Hamzah projected that the federal 
government's deficit as a proportion of GNP would be reduced from 19% in 1982 to 15% 
in 1983, 10.8% in 1984 and "about 6%" in 1985. In the event, progress so far has not quite 
lived up to those expectations. Overruns in both operating and development expenditure 
have meant that the federal government deficit this year is expected to reach M$8,447 
million, or 11.8% of the GNP. However, sharp cutbacks in development expenditure 
projected in the budget for 1985 mean that the deficit is now budgeted to be reduced to 
MS6,324 million, or 8.3% of the GNP next year. If achieved, this would represent a near 
halving of the deficit from its 1982 peaks, and as such it is appropriate to assess the 
monetary implications of this, and likely future deficit reductions. 


Chart | depicts, on a quarterly basis, a four quarter moving total of the Federal 
Government deficit and that part of the deficit which is financed in a 'non-inflationary' 
manner, by which is meant, essentially, bond sales to the Employees Provident Fund and 
financial institutions, as well as drawdowns of Trust Fund balances. The residual 
financing, represented by the space between the two lines on the chart, is then taken as 
being 'inflationary'. "Inflationary' financing is here interpreted in a very broad sense to 
include not only net bond purchases by the Central Bank (i.e. direct monetisation of the 
deficit) but also external borrowing by the government. The rationale for including 
external borrowing is that, given Malaysia's rigidly managed exchange rate, official 
capital inflows will, all other things being equal, lead to an increase in the Central Bank's 
net foreign assets, the counterpart to which may initially be an increase in government 
deposits at the Central Bank, but ultimately will be an increase in the monetary base. 


Chart 1, which includes data to the second quarter of 1984, highlights an important 
fact - namely, that although the budget deficit has been reduced significantly over the 
last two years the monetary stimulus arising from deficit financing has not been so 
reduced, purchases of government debt by domestic institutions other than the Central 
Bank and asset drawdowns having instead declined in tandem with the deficit. This is at 
first sight quite surprising given that the main domestic purchaser of government debt is 
the Employees Provident Fund (EPF) and its demand for government debt grows steadily 
in line with the increase in net contributions to the Fund. The explanation lies partly 
with the sharp decline in bond purchases by the Commercial Banks since 1982. In 1982, 
commercial banks subscribed M$2,503 million, or 40%, of government bonds issued, the 
bulk of this massive subscription being for the end-May government issue. In 1984, 
commercial banks have subscribed only M$371 million to Federal Government bond issues 
which means that, after redemptions of M$122 million, their net financing of the 
government's deficit amounts to only M$249 million this year. This trend has been 
reflected in commercial banks! holdings of government securities as a proportion of their 
total deposits, the ratio having fallen from 20.9% at the peak in August 1982 to 8.9% by 
July of this year. 
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MALAYSIA 
CHART 1: THE FINANCING OF THE BUDGET 
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The marked reduction in commercial bank lending to the government since 1982 has 
been mirrored in the much greater proportion of the budget deficit which has been 
financed from overseas. Federal Government net foreign borrowing is expected to total 
MS4,226 million this year, not a significant reduction from the sum of MS4,741 million 
borrowed in 1982, the peak deficit year. This illustrates that, despite the reductions in 
the budget deficit over the past two years, Federal Government overseas borrowing is 
still a very powerful factor supporting the overall balance of payments and, by 
implication, domestic monetary growth. It also suggests that, given that foreign 
borrowing will not be maintained at these levels next year or in future years, the 
monetary impact of fiscal restraint has yet to be fully felt. 


However, the explosion in government external debt has had a negative balance of 
payments impact through the servicing requirement. (By the end of this year Federal 
Government external debt will have more than quadrupled since 1980.) Interest 
payments on external debt constitute outflows on the services account of the balance of 
payments, the huge and growing deficit on which has been a major worry to the 
authorities recently. This year Malaysia is expected to record a deficit on services 
transactions of M$9,887 million, much greater than the expected trade surplus of 
MS$4,726 million. Roughly half of this deficit - M$4,785 million - is attributable to the 
deficit on investment income, nearly half of which, in turn, comprises interest payments 
on Federal Government external debt. 


A broader way to look at the total potential monetary impact of the government's 
external debt position might be to consider a concept of the overall net balance of 
payments! effect of external borrowings i.e. new net external borrowings minus interest 
payments on existing debt. This is done in Chart 2 where net foreign borrowing by the 
Federal Government is plotted alongside interest payments on Federal Government 
external debt on an annual basis. It can be seen that the net balance of payments impact 
of the Federal Government's overall debt position (represented by the gap between the 
two lines on the chart) has contracted significantly from its peak, in 1982. In 1982 new 
borrowing exceeded interest payments by M$3.79 billion whereas in 1984 the difference 
should be M$2 billion. To set this against the overall balance of payments background, in 
1982 Malaysia's merchandise trade was in deficit by M$1,199 million whereas the basic 
balance (balance on trade, services and long-term capital) was in surplus by M$812 
million. This year, whereas the trade position is expected to have improved by M$5,925 
million, to a M$4,726 million surplus, the basic balance will have only improved to a 
MS$2,939 million surplus. Roughly half of the implied deterioration in non-trade foreign 
exchange earnings can be explained by the fall in Federal Government foreign borrowings 
relative to interest payments on existing debt. 


Clearly, however, the major incremental negative balance of payments impact of 
the external debt position is still to come. Indeed, if the projected 25% reduction in net 
development spending is actually achieved in 1985, then it is likely that interest 
payments on Federal Government external debt may actually exceed new borrowing. 
With commercial banks unable to reduce their bond purchases much further, net domestic 
borrowing next year is likely to exceed this year's total of M$4,012 million. Thus, the 
projected deficit of M$6,324 million implies external borrowings of less than M$2.5 
billion, almost certainly less than next year's interest payments. If this were the case, it 
would contribute to greater than M$2 bn deterioration in the basic balance of payments 
next year. 


So far we have concentrated purely on the Federal Government's budgetary and 
debt position, which is to ignore the so-called 'Off-Budget Agencies', or OBA's which 
have been the subject of increasing attention and criticism recently. Correctly defined, 
an OBA is an agency which is majority owned by the Federal Government yet operates 
outside the budget, receiving no funding from the Federal Government. In its 'Economic 
Report' for 1984/85 the Ministry of Finance identifies 27 such agencies which have an 
annual revenue in excess of M$5.0 million. However, in its analysis of Public and OBA 
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MALAYSIA 
CHART 3: MONEY, OUTPUT AND PRICES 


CONSUMER PRICES 


NOMINAL GNP 


10 190 


INDUSTRIAL PRODUCTION 


19765 1976 1977 1978 1979 1980 1981 1982 1983S 1984 


1975 1976 1977 1978 1979 1980 1981 1982 1968S 1964 


Asian Monetary Monitor September-October 1984 23 


financing it lumps these 'OBA's' with the 14 public authorities, part of the 'traditional' 
public sector which is largely financed by the Federal Government. 


The matrix in Table 1, which relates to 1984, is derived from figures taken and 
estimated largely from data available in the Ministry of Finance's 'Economic Report’. In 
the matrix the public sector is broken into its four constituent groupings - the Federal 
Government, State governments, the traditional ‘public authorities', and the Off-Budget 
Agencies, correctly defined. In the Table, intra-public sector grants given and received 
and lending and borrowing have been netted out of the expenditure and revenue figures 
and taken 'below-the-line' as financing flows. Also, where possible asset sales and 
acquisitions have been taken below the line to give a truer picture of public sector 
financing. Thus, in the matrix the revenue and expenditure figures for each public sector 
grouping, be it the Federal Government, State governments, Public Authorities or OBA's, 
should relate largely to revenues received by that grouping from outside the public sector 
and direct expenditures made on its own behalf (one exception to this being the 
considerable revenues the Federal Government receives from the state oil company, 
Petronas - an OBA - which are not netted out in the matrix). By way of contrast, ona 
budget basis, Federal government expenditures include grants given and lending to the 
state governments and public authorities. Thus, the budget deficit (M$8,447 million in 
1984) can be roughly derived from the matrix by adding lending to state governments and 
public authorities to the Federal Government deficit given in the table, or alternatively 
by taking the total of the deficits of Federal and State governments and public 
authorities minus the public authorities' borrowing from outside the public sector (the 
small difference in the figures arises from the different treatment of asset sales and 
acquisitions). 


The Ministry of Finance has been quick to blame the off-budget agencies, which lie 
outside the Federal Government's budgetary control, for Malaysia's public sector deficit 
problems. Table | reveals that this is misleading in so far as it conveys the impression 
that the OBA's as a group are running a large deficit. The table reveals that the OBA's 
are collectively in surplus - the only part of the public sector to be so - and indeed it was 
an OBA - Petronas - which recently 'bailed out' the ailing bank, Bank Bumiputra 
Malaysia. However, the table shows that the OBA's are borrowing heavily abroad, which 
presumably reflects the fact that while individual OBA's may be in large surplus, others 
are in large deficit and are borrowing externally to finance the deficit. 


The table shows that the total external borrowing of the whole public sector in 
1984 is expected to amount to M$7,610 million - a figure given in the 'Economic 
Report'. The total net inflow on the long-term capital account of the balance of 
payments is expected to be 'only' M$8,152 million this year, indicating that public sector 
external borrowings account for. most of the net flow of long-term capital into 
Malaysia. The table shows that the public authorities and OBA's account for a large 
proportion (over 40%) of total public sector external borrowing and so reductions in their 
borrowing, which can be expected as a result of government pressure to contain their 
development expenditure, must be expected to be a further negative influence on the 
overall balance of payments over coming years. 


FORECAST: When measured by the official figures, M2 growth has slowed significantly 
since September of last year (official M2 was growing at an annual rate of only 8.0% in 
May of this year). However, this slowdown is almost entirely accounted for by a large 
increase in government deposits at the commercial banks (not included in official M2), 
which may be the result of a government monetary policy initiative to support monetary 
base growth or may simply reflect the government's attempts to support Bank Bumiputra 
Malaysia by providing deposits to that bank to ease its liquidity position. When 
government deposits at commercial banks are added back to the broad money supply (as 
they are in Chart 3) monetary growth can be seen to have remained on the fairly stable 
growth path it has tracked since the beginning of 1981. 


24 September-October 1984 Asian Monetary Monitor 


TABLE 1 
FINANCING OF THE PUBLIC SECTOR. 1984 


MSMillion 


Federal State Public Off-Budget 
Government Governments Authorities Agencies 


Revenue less Grants Received less 


Asset Sales 20,820 3,296 5,298 N/A N/A 
Operating Expenditure less Grants 

Given less Asset Acquisitions 19,562 2,588 N/A 
Current Surplus (Adjusted) 1,258 708 93732 
Development Expenditure less 

Loans 4,766 35125 16,511 


Surplus (+)/Deficit (-) 
Financing 
Borrowing from Federal Govt.* 


Lending to (-)/Borrowing from (+)* 
State Governments 


Lending to (-) Public Authorities* 
Other Domestic Borrowing 
External Borrowing 

Drawdown of Assets and Special 
Receipts 


Total 


* Includes Grants 
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MALAYSIA 
CHART 4: THE COMMODITY PRICE CYCLE 
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The exchange rate for the Malaysian Ringgit has also remained very stable since 
early 1981. The surprising stability of both money growth and the exchange rate through 
four years of ups and downs in Malaysian commodity prices reflects the comparative 
stability of the overall balance of payments position over the period. This in turn results 
from the fact that heavy public sector overseas borrowing supported the balance of 
payments through the period of depressed commodity prices in 1981/1982 while the 
subsequent rise in debt service requirements has been financed, in balance of payments 
terms, by some recovery in commodity prices and a pick-up in oil exports over 
1983/1984. For this fortuitous combination of circumstances to continue requires a good 
uptrend in Malaysian commodity prices over the coming few years, as the trend in the 
overall public sector debt and borrowing position will be an increasingly negative 
influence as explained above. Fortunately, this may not be out of the question as the 
cycle of world economic expansion is approaching the point where commodity prices 
usually begin to recover. However, over recent months Malaysian commodity prices have 
been generally weak (see Chart 4). With little prospect of any increase in oil output from 
current levels Malaysia may face difficult months ahead, the manifestation of which 
could be expected to be a depreciating exchange rate, tight liquidity or a combination of 
both. 
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HONG KONG 
WHY THE HK$/US$ LINKED RATE SYSTEM SHOULD NOT BE CHANGED 


Following the signing of the Joint Sino-British Agreement on the Future of Hong 
Kong, there have been several suggestions that it is time to reconsider the linked rate 
system for the HKS which was introduced in October 1983. An implicit theme of bankers 
and other commentators who propose altering the linked rate is that the system was 
introduced at a time of crisis, and, since the crisis has now passed, the system has 
outlived its usefulness. This paper will consider first the economic benefits which the 
linked rate system for the HK$ dollar has brought to the people of Hong Kong, and 
second the three principal proposals which have been made to amend or replace the 
current system. 


The restoration of sound currency arrangements for Hong Kong has meant that the 
HKS can once again be relied on as a stable store of value and it can act as an efficient 
medium of exchange. The benefits which the stabilisation of the local currency has 
brought can be characterised in general terms in several ways : a reduction in 
uncertainty or information costs, lower transaction costs, and the elimination of 
arbitrary transfers between debtors and creditors (borrowers and lenders) due to 
unforeseen inflation. More specifically, three obvious benefits have been achieved: 


The first major benefit is the reduction in inflation resulting from the stabilization 
of the currency. The inflation rate in Hong Kong has been much lower than it 
might otherwise have been in the wake of the currency panic of September 1983. 
At that time the year-to-year increase in consumer prices was close to 10%, though 
for a few days during the currency collapse there were signs of an incipient 
hyperinflation. Since the crisis the inflation rate in Hong Kong has declined 
markedly, and is gradually converging towards the inflation rate of the United 
States. (Taking a simple average of the three Consumer Price Indices, prices in 
Hong Kong have risen only 4.6% in the year since October 1983, while con$umer 
prices in the USA have risen 4.2% over the same period.) For the Hong Kong 
consumer the purchasing power of the dollar in his pocket has been more stable in 
the past year than in any of the preceding seven years (since 1977). For the 
businessman, the attainment of price stability has meant a much more stable 
environment for costs which has assisted in planning for the future. 


Second, because the vast majority of Hong Kong's trade is priced in US$ and the 
HKS/USS rate has been stable within very narrow limits since October 1983, every 
exporter and importer, every corporate treasurer, and hence every employee of all 
the companies involved in import/export trade have benefited from the linked rate 
for the HKS. 


Third, the ordinary man-in-the-street who holds his savings in Hong Kong banks or 
deposit-taking companies has benefited because, in contrast to the situation 
prevailing in Hong Kong before the introduction of the linked rate system, he now 
obtains a rate of interest which is higher than the annual rate of inflation. There is 
growing evidence from a variety of economic studies that the provision of 
competitive real returns to savers improves the allocation of resources, encourages 
investment and discourages wasteful speculation in assets which are primarily 
hedges against inflation. In linking the HK$ to the US$ and thereby bringing free 
market HKS interest rates closely into line with USS interest rates, many of the 
benefits of recent financial innovation and financial deregulation in the United 
States have been brought to Hong Kong at a stroke. 
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These benefits are very large and substantial. They have accrued, directly or 
indirectly, to virtually every individual in Hong Kong. At the same time there have also 
been costs under the new linked rate system, but these costs are either the unavoidable 
side effects of political uncertainty, or the consequences of certain technical features of 
the linked rate system which could in fact be alleviated. 


One undoubted cost has been the greater variability of short-term interest rates 
under the linked rate system. Under the current mechanism political uncertainty 
can lead to a capital outflow (i.e. an external drain), which produces higher interest 
rates in the first instance as a step towards reducing the money supply. (See AMM, 
Jan.-Feb. 1984: "The Operation of the New Exchange Rate Mechanism" pp.4-5.) 
However, this greater variability of interest rates has to be considered against the 
alternative. Given the political uncertainties and the associated capital outflows 
which have confronted Hong Kong over the past two years, and which will no doubt 
recur from time to time in the future, the choice facing the Hong Kong authorities 
was between the floating rate system which was acutely vulnerable to adverse 
changes in sentiment and exposed every holder of HKS to the risk of currency 
depreciation, and the linked rate system which has proved capable of absorbing 
every disturbance to date in short term movements of interest rates, usually 
returning to equilibrium after a period of a few days. 


Under a floating exchange rate system with no central bank there can be little 
doubt that Hong Kong would have been subject to a higher degree of volatility in its 
exchange rate and hence in its domestic price level than has actually occurred 
since October 1983. Under the linked rate system, by contrast, the exchange rate 
and the domestic price level remain largely stable, and those who are willing to 
hold HKS at times of political anxiety get rewarded with high rates of interest, 
while those who deliberately establish HKS liability positions (i.e. those who seek to 
benefit from a depreciation of the HK$) are penalised by having to pay high 
interest rates. In other words, those who back Hong Kong and its currency are 
being rewarded while those who bet against it are penalised. 


Also, under the floating rate system any increase in political anxieties produced 
benefits which accrued only to those who maintained net short positions in HKS, 
while the "costs" of the political disturbances affected everyone in Hong Kong 
through currency depreciation and inflation. In contrast, under the linked rate 
system the benefits of a stable currency and low inflation accrue to the whole 
community and the "costs" only affect a narrow cross-section of the population. 


Another alleged cost of the linked rate system comes from the deviations between 
the free market rate for the HKS and the official parity. However, this is not so 
much a cost for the community as a whole but rather a redistribution of the costs 
and benefits of operating the system among the banks, DTCs, companies, 
individuals and the government (to the extent that the government intervenes to 
manipulate interest rates or the exchange rate). 


The basic reason for the deviations between the free market rate for the HK$ and 
the official parity is that the Hong Kong government decided to adopt a system of 
partial or limited convertibility rather than a system of full convertibility. (See 
AMM Nov.-Dec. 1983, "The Stabilisation of the Hong Kong Dollar" pp.20-21, and 
box on pp. 4-5 of this issue.) Under a system of partial convertibility (i.e. offering 
convertibility of HK$ banknotes to US$ at 7.80 only to banks) the cash arbitrage 
process is greatly inhibited, and in addition the smooth functioning of the system is 
forced to depend not on the deposit-to-currency ratio of the public, which 
historically has been highly stable, but on the rather more variable ratio of 
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PARTIAL CONVERTIBILITY VERSUS FULL CONVERTIBILITY 


The linked rate system for the HKS is similar in some respects to the classical gold 
standard mechanism, or to the silver standard mechanism which operated in Hong Kong 
until 1935. The essential feature of the gold and silver standard systems, and of the 
Hong Kong system, is the convertibility of the local currency unit (pounds, U.S. dollars, 
or Hong Kong dollars) into a fixed quantity of gold, silver or - in the case of Hong Kong - 
U.S. dollars. 


However, whereas under the old gold and silver standards the right of convertibility 
at the official parity was available to every holder of the local currency, under Hong 
Kong's present system it is only the banks which enjoy the right of convertibility at the 
official parity. In order to obtain new banknotes every non-note-issuing bank must pay to 
the note-issuing banks US$1.00 for every HK$7.80, and when redeeming banknotes each 
non-note-issuing bank will obtain USS at the same rate. The two note-issuing banks, 
Hongkong and Shanghai Banking Corp. and The Chartered Bank, in turn must pay USS at 
the same rate to the Exchange Fund to obtain Certificates of Indebtedness against which 
they are entitled to issue new banknotes, and these are again redeemable at the same 
rate. In this way the two note-issuing banks effectively act as agents for the Exchange 
Fund, enabling all banks to have access to convertibility at the official parity. 


However, the man-in-the-street must deal at the best terms he can obtain from the 
banks, which typically involves some margin to cover banks' holding and handling costs, 
commission etc. Thus, for the man-in-the-street convertibility is partial and indirect; 
unlike the banks he cannot go to the government and obtain USS$1.00 for his HK$7.80 or 
vice versa. The banks enjoy full convertibility; the public must make do with partial 
convertibility or convertibility at one remove. 


How does this feature affect the operation of the convertible currency mechanism 
and, in particular, the process of monetary expansion and contraction? 


First, it means that deviations of the free market rate for HK$/USS$ from the 
official parity will tend to be greater than they would be if individuals had the right of 
access to the official 7.80 parity for banknotes. This is because, if everyone could obtain 
HK$7.80 per US$1.00, deviations of the free market rate would be limited to the 
transaction costs incurred by individuals having to (i) convert HK$ deposits to banknotes, 
(ii) take the banknotes to a teller's desk operated by the Exchange Fund, (iii) redeposit 
the USS received, together with (iv) any costs due the inconvenience of holding USS in 
place of HK$. Conversely, if all individuals had the right of convertibility of banknotes 
at the official 7.80 parity, no foreign exchange dealer at a bank or DTC or money 
changer's shop could set his prices for HK$/USS outside the narrow limits implied by the 
transaction costs of steps (i) - (iv) above without losing business to those whose prices 
were more competitive. Of course the prices for cash, deposits and travellers' cheques 
would each be slightly different, reflecting their differential handling costs, but all would 
vary within the limits set by competition among dealers. 


Second, in the event of a sudden shift in the balance of payments, e.g. due to a 
capital outflow, it seems probable that the free market rate for HKS/USS$ would alter 
less under a system of full convertibility than under the present system of partial 
convertibility. Under the present system radical adverse shifts in the balance of 
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payments cause the HKS$/USS rate to move sharply as buyers of USS are willing to pay 
well in excess of HK$7.80 to be relieved of the risk of holding HKS. The only 
countervailing force - at least in the first instance - is the willingness of banks to buy 
HKS deposit funds for their own account, then collect together HKS banknotes and 
redeem these for US$ with the Exchange Fund, i.e. to conduct cash arbitrage. However, 
unless a bank has excess HKS cash currency in relation to its desired deposit-to-vault- 
cash ratio it is taking a considerable risk in redeeming HK$ because it runs the risk of 
being caught short of HK$ cash with which to meet withdrawals of HK$ deposits. Yet 
until this redemption of notes occurs there is no contraction in the quantity of base 
money, and hence no pressure from this source for a reduction in the money supply. 


Third, due to this impediment the system depends more on funds arbitrage than 
cash arbitrage. In the event of substantial sales of HKS for USS by the non-bank public 
there will be a shortage of spot HK$ funds in the interbank market, putting pressure on 
the clearing accounts of individual banks which will then be obliged to borrow short-term 
HKS funds, forcing up interest rates. It is only at this stage, once HKS interbank deposit 
interest rates have risen sharply, that the incentive for funds arbitrage (i.e. in this case 
borrowing USS to lend in HK$) by banks or the non-bank public occurs. In other words, 
under the system of partial convertibility funds arbitrage may be delayed until after 
there has been a substantial sale of HK$ (i.e. a substantial external drain). 


Under a system of full convertibility both the banks and the non-bank public could 
convert HK$ banknotes to USS (and vice versa) at the official 7.80 parity. As explained 
above, full convertibility would greatly increase the competitive pressure on dealers to 
set rates close to the official parity. In addition, given a sudden adverse shift in the 
balance of payments which caused the HKS to weaken (i.e. the HKS price of USS to rise), 
the process of cash arbitrage would start much sooner, raising the whole spectrum of 
deposit interest rates slightly, but provoking funds arbitrage transactions immediately. 
The public, as final wealth-holders, would find it advantageous to exploit any difference 
between the free market rate and the official parity, whereas banks, as intermediaries, 
will tend only to hold such HK$ banknotes as necessary to meet the needs of depositors 
and will seldom hold excess HK$ banknotes collectively unless there has been an 
unanticipated downward shift in the demand for HK$ deposits. (Even in this case banks 
may prefer to wait until they perceive the reduced demand for HK$ deposits to be 
permanent before redeeming their excess holdings of HKS cash in order to adjust their 
deposit-to-vault-cash ratios down to their desired or optimal level.) 


To summarise, under the system of partial convertibility the incentive for cash 
arbitrage by banks is relatively weak since there are many complex factors entering 
banks' profit maximisation function, whereas under a system of full convertibility the 
incentive for individuals to conduct cash arbitrage is relatively straightforward. 
Moreover, funds arbitrage under partial convertibility will only be stimulated once a 
substantial shortage of funds has developed in the interbank market, whereas under a 
system of full convertibility there need be no such delayed reaction. We may 
hypothesize that it is the shortcomings of the system of partial convertibility which 
account for the occasional sharp deviations of the free market rate away from the 
official parity. Theory suggests that such deviations would be considerably reduced 
under a system of full convertibility. 
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HONG KONG: CHART 1 
THE MONETARY MULTIPLIERS 


o-m= ND WD FA HDN WO CO 


1981 1982 1983 1984 
C denotes Total Cash Currency 


M1’ equals sum of Demand Deposits, Savings Deposits and Cash held by Public. 


HONG KONG : CHART 2 
THE MONETARY DETERMINANT RATIOS ( FOR HK$ My ) 
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*Deposits at 7 days notice or less previously included under 
Demand Deposits are now included under Time Deposits. 


6 November-December 1984 Asian Monetary Monitor 


deposits-to-vault-cash held by the banks (see Chart 2). If convertibility at 7.80 was 
made available to everyone who held HKS banknotes and not just the banks, then 
the divergence between the free market rate for HKS and the official parity would, 
allowing for transactions costs of different types of money, be minimal. Moreover, 
the volatility of short-term interest rates under a system of full convertibility 
would tend to be less than under present arrangements because adjustments to the 
money supply would be quicker, and therefore deviations away from an equilibrium 
level of the money supply would occur less frequently. 


Summarising the argument so far, the benefits of the present system to the 
community as a whole far outweigh the costs of the technical defects of the system, 
which in turn suggests a prima facie case in favour of retaining the present system rather 
than introducing any changes. 


Turning to the three principal proposals which have from time to time been made 
to change the linked rate system, aside from the general arguments cited above in favour 
of the new mechanism, there are objections in principle to each specific proposal, and 
hence good grounds for not adopting the proposed reform. 


First, there are those who believe the linked rate mechanism should be abandoned 
and the Hong Kong currency should be allowed to float. Those who make this 
proposal do not appear to understand that the linked rate system was introduced 
not simply to deal with the crisis situation of September 1983, but also to deal with 
some of the'deeper problems which had troubled Hong Kong's monetary system 
since the early 1970s. The immediate problem at the time of the currency panic in 
September 1983 was that the Hong Kong government could not counteract currency 
flight by tightening the money supply, raising interest rates, and attracting funds 
back to Hong Kong. This was symptomatic of the underlying problem of the lack 
of monetary control which had plagued the system during the decade of floating 
exchange rates (1974-1983). For example, in the period 1978-1981 Hong Kong 
suffered extremely rapid rates of bank credit expansion (over 60%) and money 
supply growth (over 40%). As a result property prices and rents spiralled, the 
currency weakened, and generalised inflation took a firm hold. Conversely in 1982 
and 1983 money supply and bank credit growth slumped. The downturn in business 
activity, even before the Sino-British negotiations in Peking started, was very 
severe, and as a result there were numerous problems in the property sector, among 
the deposit-taking companies, among commodity traders and in other sectors of the 
economy. 


These extremes of boom and bust were largely a consequence of a monetary system 
in which the process of bank credit and money creation were independent of the 
process of external adjustment. Since the foreign exchange rate could adjust to the 
internal price level or the price level could adjust to the external foreign exchange 
rate, changes in the exchange rate or the domestic price level could be initiated 
independently. The exchange rate was vulnerable to sudden shifts in capital flows, 
whilst the growth of the money supply was mainly determined by the willingness of 
the banks to create new credit. The money supply, in short, was not subject to any 
external discipline. 


The new currency arrangements of October 1983 make it very clear that in future 
Hong Kong's monetary growth will be closely linked to the performance of the 
balance of payments on current and capital account. Thus the linked rate system 
for the HKS not only solved the problem of the panic in September 1983, but it also 
solved the underlying problem of monetary control in Hong Kong. This is a most 
important reason why the linked rate system should not be abandoned now. 
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THE INTEREST RATE AGREEMENT — WHO BENEFITS ? 


The Interest Rate Agreement (IRA) limits the interest rates payable on time and 
savings deposits under HK5500,000 (approx. US$64,000) at licensed banks in Hong Kong to 
rates set by the Hong Kong Association of Banks (HKAB). These rates are substantially 
below those offered to large depositors at free market rates. This means that some of 
the benefits of the linked rate system are denied to the small, retail depositor, though 
competition among the banks and the growth of personal incomes in Hong Kong can be 
expected gradually to erode the market share of deposits covered by the Interest Rate 
Agreement. 


Arguments in favour of maintaining the Interest Rate Agreement are normally cast 
in terms of a barely-disguised protectionism. The official view is that free competition 
for deposits would undermine the stability of the banking system by threatening the 
profitability of the smaller, local banks, and thereby ultimately harm depositors. In 
reality banks seldom fail because they bid competitively for depositors' funds; normally 
they fail on account of mistakes in lending policy, such as maturity mismatching or 
excessive concentration in one sector, or they fail due to mismanagement or fraud. 


The official view makes too little of the benefits that would accrue to the economy 
as a whole from abolition of the Agreement. A distinction needs to be made between the 
desirability of some form of protection for depositors and the alleged need for "stability 
of the banking sector". There is a legitimate case for depositor protection through 
tighter prudential ratios, through stricter supervision, or through some form of 
compulsory insurance, but depositor protection should not extend to an officially- 
sanctioned structural rigidity or protection of the status quo in the banking sector. Just 
as consumers have benefited from the recent (1984) price war and the resulting 
structural shake-out among the supermarkets in Hong Kong, depositors would benefit 
from more competitive deposit interest rates and some restructuring among the banks. 


Abolition of the HKAB Interest Rate Agreement would oblige licensed banks' 
deposit interest rates to move towards their competitive, free market equilibrium 
levels. This would lead to greater financial intermediation between savers/depositors 
and investors/borrowers, increasing the incentives to save through higher returns to 
savers, and at the same time raising the average efficiency of investment. This is 
because higher real rates would deter borrowers with low-yielding investment projects. 
Since savings are suboptimal when interest rates are artificially restricted, these 
benefits would be enhanced if interest rates were allowed to rise to free market 
equilibrium levels. 


The main beneficiaries of the IRA are bank shareholders who benefit from the 
artificially wide spread between retail deposit interest rates and bank lending rates. 
Accurate data on the overall cost of funds to banks in Hong Kong and average lending 
rates are not available, but an indication of the spread due to the IRA is the difference 
between the HSBC's Best Lending Rate and an average of the Savings Deposit Rate and 
the rate on 3-month Time Deposits, both of which are set by the Interest Rate 
Agreement (see chart above). Over the period 1978-84 this spread has averaged 4.69 
percentage points on a time-weighted basis. 


Supposing HKS deposits subject to the IRA amount to HK$90 billion - i.e. all of the 
savings deposits and half of the time deposits at banks in HK$ - reduction of the banks' 
spread by one percentage point would benefit depositors by HK$900 million, and in 
addition the increased pressure on banks! margins would compel an improvement in the 
allocation of bank resources to the advantage of all bank customers. 
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A second proposal, which is sometimes made, is not that the mechanism should be 
changed, but that the rate against the US$ should be changed. At the time of the 
original announcement of the linked rate system on October 15th, 1983, the 
Financial Secretary said that he would not contemplate moving the rate downwards 
(i.e. devaluing), and this has been repeated subsequently. However, a common 
anxiety today is that the US$ might fall sharply, perhaps by 20% or 30% on a trade- 
weighted basis, and that under these circumstances the HKS would effectively 
depreciate against most major currencies. A related fear is that this might set off 
inflation in Hong Kong. 


There is little doubt that these anxieties are exaggerated. Moreover, so long as the 
US monetary authorities pursue sensible money growth policies there is no serious 
likelihood of a collapse of the USS or of a serious outbreak of inflation in the US. 
Since Hong Kong's inflation rate is tied to the inflation rate in the USA through the 
linked rate system, even a fall in the external exchange rate of the US$ does not 
automatically spell inflation for Hong Kong. More importantly, if the HK$ were to 
be revalued, the sole effect would be a once-for-all change in Hong Kong's price 
level but, after a transitional period, Hong Kong would revert to the same inflation 
rate so long as the HKS continued to be linked to the USS. (See Appendix, pp. 16- 
17.) In other words, a revaluation simply imposes significant adjustment costs on 
the economy for no permanent gain in the underlying inflation rate. Further, the 
success of the linked rate mechanism depends on the willingness of banks and 
others in the private sector to conduct cash arbitrage or funds arbitrage 
transactions which are predicated on their confidence that the official parity will 
be maintained. Once that confidence is jeopardised by shifting the rate, the 
viability of the mechanism will be undermined. Therefore a revaluation of this kind 
would be unwise and unhelpful. 


The third and final proposal which has been made by several commentators is to 
link the HKS to a basket of currencies, such as the SDR, or to some abstract index 
of other currencies, rather than simply to the USS. This is a proposal which has 
some intellectual merit, and indeed it is one which was advanced in Asian Monetary 
Monitor as far back as 1979. (See "Proposals for a Reform of the Hong Kong 
Monetary System" AMM, Mar.- Apr. 1979). However in the political and 
institutional circumstances of Hong Kong today, the proposal has some significant 
practical drawbacks. 


First, the proposal is only applicable in a system where there is a central bank or 
monetary authority which sets the exchange rate and then actively intervenes to 
control the supply of base money so as to enforce its.chosen rate. In Hong Kong's 
institutional framework where the monetary authority is a passive supplier of 
currency only, not bank reserves, linking the HKS to a basket of currencies would 
require that the linked rate expressed in USS be altered virtually on a daily basis, 
and this would not only be disruptive to the cash arbitrage process of the banks, but 
also conducive to unproductive speculation by the public. Fixing the currency to a 
basket of other currencies is feasible in a discretionary system with a central bank, 
but it is doubtful if it is appropriate in an automatic system which, like Hong 
Kong's, relies on private sector arbitrage for effective stabilization. 


Second, and more important, given the way the linked rate system was set up (i.e. 
with partial convertibility rather than full convertibility) the mechanism depends 
more on interest rate or funds arbitrage than cash arbitrage. While funds arbitrage 
is straightforward when the currency is linked to one currency, it is a different 
matter when the currency is linked to a basket. Funds arbitrage under a fixed rate 
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system is simple because it is easy to see when interest rate differentials between 
two countries arise, and, so long as people are convinced that the fixed parity will 
be maintained, there is ample incentive to move funds from one area to another 
and thereby restore equality of interest rates in the two currency areas. However, 
under a basket arrangement where the local currency is not tied to any one single 
currency it is not clear what the equilibrium market interest rate in the domestic 
currency area should be, and therefore there will be greater hesitation on the part 
of arbitrageurs to borrow funds in one centre and lend to another. (Basically 
arbitrageurs in this position are taking on both an exchange rate risk and an 
interest rate differential risk.) Thus moving to a basket arrangement would 
actually inhibit the funds arbitrage process, whereas to maximise the efficiency of 
Hong Kong's linked rate system the arbitrage process needs to be enhanced, not 
limited. 


In conclusion, it should be clear that Hong Kong's linked rate system is not perfect, 
and as suggested it could be improved by moving from a system of partial convertibility 
to a system of full convertibility. However, it would not be improved by any of the three 
specific proposals examined above. 


To summarise: 


1) The proposal to return to a floating exchange rate implies abandoning monetary 
control, and it would also expose the HKS to a possible repetition of the crisis of 
September 1983. 


2) The proposal to revalue the exchange rate against the USS implies the imposition of 
adjustment costs in exchange for no permanent benefit, and by undermining 
confidence in the fixed parity it would undermine the future operation of the 
arbitrage process on which the automatic adjustment mechanism depends. 


3) The proposal to fix the HK$ to a basket of currencies would satisfy the requirement 
for monetary control, but it would undermine the operation of the system by making 
the arbitrage process even weaker than it is under the current system of partial 
convertibility. 


In the absence of other serious proposals, therefore, it follows that the linked rate 


system for the HK$ would be best retained both in its present form (i.e. linked solely to 
the USS) and at the present rate of HK$7.80. 
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HONG KONG / APPENDIX 


(A) SIMPLE ANALYTICS OF HK$/USS LINKED RATE SYSTEM 
Under the linked rate system the price of money is controlled, not the quantity. 
Fig. A.1. 
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Under the linked rate system for the HK$ the price of HKS banknotes is set at 
US$1.00 = HK$7.80 or HK$1.00 = US$1/7.80 (= 12.8205 cents) on the vertical axis, shown 
by the horizontal supply curve, SS. The perfectly elastic supply curve reflects the 
willingness of the Hong Kong authorities to issue or redeem any number of Certificates 
of Indebtedness (equivalent to HK$ banknotes) at the fixed price in US$. The quantity of 
HK$ banknotes demanded depends on the slope and position of the demand for HK$ 
banknotes, DD. The intersection of SS and DD gives the nominal quantity of HK$ 
banknotes demanded, M. Since banknotes are convertible into HK$ deposits and vice- 
versa the price of deposit money in US$ cannot deviate far from the official parity for 
banknotes. 


Fig. A.2. 
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Under the linked rate system for the HK$, changes in the quantity of money result 
from shifts in the demand for money. Since the Hong Kong authorities supply HK$ 
banknotes passively at the fixed price of HK$1 = US$1/7.80, if demand shifts to the 
right (DD to D'D') the quantity of banknotes demanded will increase from M to M'. Such 
increases in the money supply could continue so long as they were consistent with 
equilibrium in Hong Kong's overall international balance of payments (i.e. on combined 
current and capital account). 
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Fig. A.3. 
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Alternatively, if the demand for the HKS banknotes declines (shifts to the left) 
from D'D' to D"D", the quantity of HK$ banknotes falls from M' to M". (The mechanism 
for this kind of contraction is explained in AMM Vol. 8 No. |, pp.4-5.) As long as the 
exchange rate is fixed, the money supply and the internal price level will adjust 
automatically until there is equilibrium in the balance of payments at the fixed exchange 
rate. 
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(B) SIMPLE ANALYTICS OF MONETARY BASE CONTROL 

Under monetary base control the quantity of base money is controlled, not the 
price. 
Fig. B.1. Paschasing prover 
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Increasing the quantity of base money from M to M' with the demand for money DD 
unchanged reduces the purchasing power (or value or foreign exchange price) of each 
nominal unit of money from P to P'. Conversely, reducing the quantity of base money 
from M' to M with demand DD unchanged raises the purchasing power of each nominal 
unit of base money from P' to P. 


Fig. B.2. Purchasing poner 
per unit ot 
base money 


As productivity increases and real incomes rise, the demand for money also 
increases. Hence in a conventional monetary system with a central bank which can 
control the money supply (or base money) at its own discretion, the monetary authorities 
deliberately adjust the quantity of money in response to shifts in money demand, usually 
aiming to keep the purchasing power of money (measured in terms of the domestic price 
level or as the external exchange rate) roughly stable. For example, with demand DD, 
the quantity supplied is M. Now suppose the demand for money increases (shifts to the 
right) to D'D' over the next twelve months. The central bank will try to anticipate the 
increase in demand for money over the year by steadily increasing the quantity of money 
to M', at which level the purchasing power of money (i.e. price level or exchange rate) P, 
shown on the vertical axis is unchanged. 


As with the linked rate system the monetary authority only supplies part of the 
total money supply - namely, base money. Since deposit money is convertible into base 
money and vice-versa, the value or purchasing power of each unit of the monetary base 
under both systems will be equal to each unit of deposit money. 
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(C) EFFECT OF FLOATING THE HONG KONG DOLLAR 


Since Hong Kong has no central bank to control the quantity of base money, 
abandoning the linked rate system and refloating the Hong Kong dollar would imply 
moving to a system in which neither the price nor the quantity of Hong Kong dollars was 
controlled. 


Price in US$ 
Fig. C.1. of HK$1.00 
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If the official 7.80 parity for HK$ banknotes were to be abolished and the currency 
were to be floated the quantity of money supplied need no longer be consistent with 
equilibrium in the international balance of payments at 7.80 (as in A.2 and A.3). 
Assuming the Hong Kong authorities continued to allow HK$ banknotes to be issued 
passively, the demand for banknotes would be dependent upon the amount the public and 
the banks chose to hold in relation to the volume of deposits. Deposits in turn are 
related to the amount of bank credit, and therefore the proximate determinant of the 
money supply would be the interest rate set by the banks! interest rate cartel. But there 
is no intrinsic reason why the banks should set interest rates at a level consistent with 
balance of payments equilibrium. 
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Now assume the money supply is fixed in the short term (M). Supposing there was a 
sudden shift in the demand for HK$ due to a change in perceptions about the political 
future of Hong Kong, or due to other factors, how would the exchange rate behave? 


Witha rightward shift in the demand for HKS from DD to D'D', there would be an 
upward movement in the purchasing power of the HKS, and also in the exchange rate 
from P to P'. Conversely, in the event of a leftward shift in the demand for HKS to D"D" 
the purchasing power and/or exchange rate would depreciate to P” This is essentially 
what happened in the HKS currency crisis of September 1983. Thus refloating the Hong 
Kong currency without first establishing a central bank to control the quantity of base 
money would mean that, even with no change in the quantity of money, the HK$ would 
become vulnerable to the kind of sharp depreciation which occurred in September 1983. 
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(D) EFFECTS OF A REVALUATION OF THE HK$ UNDER THE LINKED RATE 


MECHANISM 
Fig. D.1. 
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Figure D.1 shows the adjustment of the quantity of HKS to an upward revaluation of 
the supply price of HK$ from HK$7.80 to HK$7.60 per USS (or a change in the US$ price 
of HK$1.00 from US$1/7.80 to US$1/7.60). The supply of money, SS, shifts to S'S', but 
the supply curve is still horizontal (i.e. perfectly elastic) at the new exchange rate 
(7.60). The money supply, M, adjusts downwards to M' (moving to the left on the 
horizontal axis), reflecting a movement along the demand curve for money (DD). 


Fig. D.2. 
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Figure D.2 shows the effect of the revaluation on the real value of each nominal 
unit of HK$ money (or its equivalent, the inverse of the overall price level). Since the 
money supply shifts from M to M', the value of a nominal unit of money increases from A 
to B, i.e. the price level declines. This is a once-for-all change in response to the 
revaluation, but it tells us nothing about how the price level in Hong Kong behaves over a 
long period in relation to prices in the U.S.A. For that we must turn to Figures D.3 and 
D.4. 
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All figures so far have been confined to static analysis. In Figures D.3 and D.4 we 
introduce time on the horizontal axis, and the analysis shifts to dynamics. 


Fig. D.3. 


The US money stock is assumed to be rising at a constant rate, and prices in the 
U.S. are also assumed to be rising at a constant rate, i.e. the U.S. economy is in a steady 
state equilibrium. At a certain point in time the HKS is revalued, but there is no change 
in the rate of U.S. monetary growth and accordingly no change in the rate of inflation in 
the U.S. 


Fig. D.4. Tider it 
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In Hong Kong prices are rising at a constant rate roughly equal to the rate of 
increase of prices in the U.S.A. prior to the revaluation of the HKS. Upon revaluation 
the price level in Hong Kong (which is the inverse of the purchasing power of the HK$) 
makes a once-for-all downward shift, consistent with that in Figures D.1 and D.2. 


However, since Hong Kong's international payments must balance at a price level 
which is consistent with U.S. prices at the new exchange rate of 7.60, Hong Kong's money 
supply must adjust in future to keep Hong Kong prices in line with U.S. prices as before. 
Therefore, following the once-for-all correction (which may in practice be spread over 
some transitional period of time), Hong Kong prices start to rise again in line with U.S. 
prices at the same rate as previously. 
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TAIWAN 


RECORD CURRENT ACCOUNT SURPLUSES LEAD TO PROBLEMS 
OVER MONETARY CONTROL 


During the last two years the Taiwanese economy has recovered strongly after a 
period of depressed real growth in 1981 and 1982. Real GNP rose 7.1% in 1983 compared 
with 3.8% in 1982 and has accelerated further in 1984, rising by nearly 12% in the year to 
June. Industrial production rose by 18% in the year to March (see Chart 1), aided by a 
34% year-to-year increase in exports. The Chairman of Taiwan's Council for Economic 
Planning and Development, Mr. Yu Kuo-hwa, has forecast that per capita nominal 
incomes may rise by 9.9% to US$2,940 during 1984. This is likely to represent a 
substantial increment to real per capita incomes as consumer price inflation measured 
just 0.8% in the year to August. 


A further substantial improvement in Taiwan's current account surplus has been the 
principal influence underlying the strong cyclical recovery in the local economy. It is 
interesting and important to note that Taiwan had already enjoyed substantial current 
account surpluses prior to the US economic recovery of 1983. During the final quarter of 
1982 Taiwan's current account surplus approached US$2 billion at an annual rate. This 
was mainly the result of depressed growth in the local economy during 1981/82 and a 
corresponding reduction in the demand for imports. As the recovery in the US and other 
developed economies got under way in 1983 the demand for Taiwanese exports rose 
substantially, leading to significant increments to Taiwan's external surplus (see Chart 
2). (Taiwan's exports to the US rose 71% in the year to June 1984 and Taiwan's bilateral 
trade surplus with the US measured USS6.7 billion during 1983.) By mid 1984, Taiwan's 
overall trade surplus was running at between two and three times the level of late 1982. 
Meanwhile, the Central Bank of China's International Reserve holdings had risen to 
US$15.4 billion in July 1984 compared with US$8.3 billion in October 1983 and US$1.6 
billion at the beginning of 1980. 


The Central Bank of China appears to have moved away from its previous policy of 
pegging the external value of the New Taiwanese dollar explicitly at a predetermined 
rate against the US dollar but nevertheless the monetary authorities intervene heavily on 
the foreign exchanges markets in order to regulate the local exchange rate. Therefore, 
over the long term, the cyclical trend in the balance of payments will generally prove to 
be the primary determinant of growth in the domestic money supply, through the impact 
of changes in the balance of payments component of the monetary base. Thus, official 
management of the N.T. dollar combined with the huge current account surpluses of the 
last two years could, had the classical economic adjustment mechanism under a fixed or 
heavily managed exchange rate been allowed to run its course, have led to a substantial 
cyclical rise in domestic monetary growth and higher inflation. However, the Central 
Bank of China has been at pains to try to prevent Taiwan's substantial external surpluses 
from being reflected in higher domestic monetary growth. Indeed the Central Bank of 
China has gone so far as to announce a 15% growth target for M2 during 1984. This gives 
the appearance of attempting to exercise direct control over the growth of the money 
supply. In fact, their policy of heavily regulating the N.T. dollar exchange rate implies 
that control over domestic monetary growth occurs mainly indirectly through changes in 
the overall balance of payments. 


The Central Bank of China's attempts to limit domestic monetary growth in the 
face.of large external surpluses can broadly be divided into two categories. First, the 
Central Bank of China has implemented a range of measures designed to reduce both 
Taiwan's external surplus and the increase in the central bank's International Reserves. 
Second, the monetary authorities have attempted to offset the expansionary monetary 
impact of a rapidly expanding external surplus under a pegged or heavily managed 
exchange rate regime. 
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TAIWAN: CHART 1 
MONEY, OUTPUT AND PRICES 
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Measures Designed to Reduce Taiwan's Balance of Payments Surplus and the Level of 


International Reserves 


i) Reduced Import Tariffs and Controls. In October and November 1983 the 
Taiwanese government reduced tariffs and abolished or suspended import controls 
on more than 2,000 products, including gems, petrochemicals and farm, fishery and 
live-stock products in an attempt to stimulate import demand. 


ii) Increased Net Official and Private Capital Outflows. In May 1984 Taiwan's 
Ministry of Finance instructed local Taiwanese companies to increase their N.T. 


dollar financings and to reduce their US dollar borrowings. The Ministry of Finance 
pointed out that domestic loans were at an attractive interest rate differential 
compared with incremental US dollar denominated debt. At the time, local prime 
rate was 10% as opposed to 1! 1/2% in the US. In addition, on August 7th 1984, the 
Ministry of Finance instructed state and private enterprises to attempt to trim 
their net borrowings from foreign banks. The combined impact of these measures 
is, so far, difficult to quantify but Central Bank of China statistics show that 
Taiwan's total foreign debt has declined from US$9.2 billion in July 1983 to US$8.0 
billion in July 1984. 


iii) Increased Permissible Commercial Banks' Foreign Exchange Holdings. In 
September 1984, the Central Bank of China raised the limit on the amount of 


foreign exchange that commercial banks may hold by 50%. The motive for this 
measure is to discourage commercial banks' sales of foreign exchange to the 
central bank, thereby providing a mild constraint in the growth of the balance of 
payments source of the monetary base. In July 1984, Taiwan's local commercial 
banks held gross foreign assets amounting to NT$249 billion (approximately US$6.2 
billion) and net foreign assets of NT$94 billion. 


iv) A Modest Appreciation of the N.T. Dollar. The fundamental source of the large 
increase in Taiwan's current account and balance of payments surplus must be that 
the N.T. dollar has been maintained at an undervalued level on the foreign 
exchanges. In our last article on the Taiwan economy (AMM Vol. 7 No. 2) we 
cautioned that the 1982 devaluation of the N.T. dollar - from NT$36 to NT$40 
against the US dollar - risked encouraging a substantial increase in Taiwan's current 
account surplus and subsequent upward pressure on the local currency in the event 
of economic recovery abroad. In practice, whilst the Central Bank of China has 
gradually appreciated the N.T. dollar from an average of NT$40.27 in the fourth 
quarter of 1983 to NT$39.18 in July 1984, the rise in the external value of the local 
currency has been inadequate to stem the increased in Taiwan's current account 
surplus. 


Measures Designed to Offset the Expansionary Monetary Impact of a Substantial Balance 
of Payments Surplus 


Not surprisingly, the policies inaugurated to reduce Taiwan's overall balance of 
payments surplus have met with only modest, if any, practical success. Chart 3 
illustrates the strong growth in the foreign exchange source of Taiwan's monetary base. 
The Central Bank of China net foreign assets have increased from NTS115 billion in 
December 1980 to NT$261 billion in June 1984. Had the Taiwanese authorities not offset 
partially the increase in the balance of payments component of the base then other 
things being equal, the monetary base would have risen at an annual pace of 43% in the 
period June 1982 to June 1984. This would almost certainly have spawned an explosion in 
domestic money growth. In fact, however, the monetary base has risen at an annual rate 
of 14.2% since mid 1982. 


As in prior episodes where the Central Bank of China has offset a sharp rise in the 
net foreign assets source of the base, in this cycle the Taiwanese authorities have relied 
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TAIWAN: CHART 2 
THE EXTERNAL COMPONENT AND THE EXCHANGE RATE 
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heavily upon reducing net central bank credit to commercial banks in order to constrain 
growth in the monetary base. It is evident from Chart 3 that net central bank credit to 
commercial banks' contribution to the base has declined substantially from NT$173 
billion at the start of 1980 to a negative NT$43 billion in the second quarter of 1984. 


A decline in central bank net credit to the commercial sector is often, particularly 
in many developed economies which have floating exchange rates and where the trend in 
the balance of payments need have no direct impact on the growth of the base, 
associated with rising short term interest rates. Thus just as a fall in the net foreign 
assets source of the base typically suggests that the exchange rate has been pegged or 
managed at a level which is "too high", so too a decline in central bank credit to the 
commercial banks often implies that the central bank's discount rate is "too high". 
However during this business cycle in Taiwan the decline in central bank credit to the 
commercial banks has been associated with a reduction in the Central Bank of China's 
rediscount rate from 10.25% in April 1982 to 7% currently. The explanation for this 
combination of developments probably lies in the fact that commercial banks in Taiwan 
are presently highly "liquid": that is to say they hold a substantial quantity of excess 
reserves. For example, in June of this year domestic commercial banks held reservable 
liquid assets amounting to NT$247 billion compared with a required minimum of NT$78 
billion. The build up in excess reserves at the commercial banks reflects, in part, a 
decline in domestic loan demand. Commercial bank lending to the domestic private 
sector rose 11.1% in the year to September 1984 compared with 19.2% growth in 1983. 


The additional offset to strong growth in the net foreign assets component of the 
base has been a further reduction in net central bank claims on the government. In 
Taiwan, the Central Bank of China's gross claims on the government are small and have 
varied between just NT$11.4 billion and NT$5.9 billion since 1978. The contraction in net 
central bank claims on the government over the past two years reflect both a rise in 
government deposits at the central bank, from NT$28.8 billion in June 1982 to NT$61.35 
billion in August 1984, and a further increase in "other items" on the liabilities side of 
the central bank's balance sheet. The "other items" or non-monetary liabilities of the 
central bank have risen nearly three-fold, to NT$151.65 billion, since the middle of 
1981. This likely represents an increase in the "net worth" category of the Central Bank 
of China's liabilities. This would arise as a result of the income stream accruing to 
Taiwan's International Reserve holdings. Over the last year Taiwan's International 
Reserves, which we presume are invested mainly in US Treasury Bills, may have yielded 
as much as USS| billion in investment income. This investment income would be 
recorded as an increase in the Central Bank of China's net foreign assets and the 
counterpart entry, on the liabilities side of the central bank's balance sheet, would (in the 
first instance, at least) be represented as an increase in the central bank's net worth. 
(Thus, an increase in the net foreign assets of the Central Bank as a result of a rise in 
investment income need have no direct implication for changes in the growth of the 
monetary base.) 


The Likely Course of Economic Adjustment in Taiwan During this Business Cycle 


Had the Taiwanese monetary authorities not offset the expansionary monetary 
impetus of a large and expanding balance of payments surplus, the current upswing in the 
Taiwanese business cycle would likely have been typical of those in economies which 
follow a closely pegged exchange rate policy. In the absence of measures to offset 
growth in the balance of payments source of the base, Taiwan's monetary growth would 
have soared far above the levels recorded over the last two years. It is probable that, 
initially, this would have been associated with a booming domestic economy and an even 
stronger rise in the local stockmarket index (Chart 4) than has in fact occurred. 
However, over time, sharply higher domestic monetary growth and strong growth in the 
local economy would typically have been followed by rising inflation and an increased 
demand for imports. These influences would generally combine to bring about eventually 
a cyclical contraction in Taiwan's monetary growth rate and a cyclical downturn in the 
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TAIWAN: CHART 3 
COMPONENTS OF THE MONETARY BASE 
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TAIWAN: CHART 4 
LIQUIDITY INDICATORS AND STOCK PRICES 
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TAIWAN 
CHART 5: INCOME VELOCITY OF CIRCULATION 
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domestic economy. 


By offsetting the expansionary impact of rapid growth in the net foreign assets 
source of the monetary base, the Taiwanese monetary authorities have maintained 
monetary growth at a level which is lower than would otherwise have been the case. As 
a result, the strength of the recovery in the domestic economy has also been tempered 
and inflation has remained modest. 


Nevertheless, since the end of 1981 the average annual increase in M1 has been 
10.1% whilst M2 has averaged 23.2%. These rates of monetary growth are high by the 
standards of most OECD economies and the question arises whether or not recent 
increases in the supply of money - official measures for constraint notwithstanding - 
have already been strong enough to generate rising inflation and reduced trade 
competitiveness along the lines of the classical model outlined above. 


An important feature of the history of monetary developments in Taiwan has been 
the long established decline in the income velocity of circulation of money. Chart 5 
shows Taiwanese income velocity as the ratio of nominal GNP in each year to the 
average of M1 and M2 in each year since 1952. It is apparent that both lines have a 
strong downward trend, showing that the demand for money per unit of output in Taiwan 
has risen fairly steadily and strongly over a long period of time. It is this trend reduction 
in the income velocity of both M1 and M2, in an economy which has exhibited a solid real 
growth record which allows for the possibility that relatively rapid growth in the money 
supply need not be associated with rising inflation. In a previous article on Taiwan (AMM 
Vol. 2 No. 4) it was estimated that, for data based on the period 1952-1977, the expected 
rate of change in the income velocity of M1 was negative 5.09% per annum, and for M2 
was negative 8.69%. 
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Over the last two decades, the average annual increase in real per capita incomes 
in Taiwan has averaged approximately 8%. This trend increase in real growth combined 
with the trend reduction in the income velocity of circulation suggests that an 
appropriate (i.e. non-inflationary) rate of monetary growth in Taiwan might be around 
13% for M1 and approximately 16% for M2. 


On this basis the recent growth in M2 does appear to be mildly excessive and if it is 
sustained would likely to lead to inflation in the 5%-10% range over the next couple of 
years. However, measured inflation towards the lower end of this range (which seems 
the more probable given the recent comparatively restrained growth in M1) is unlikely 
seriously to impair Taiwan's trade competitiveness. If we are correct in thinking that 
Taiwan's inflation rate will remain comparatively modest over the next year to eighteen 
months then domestic pressures for a cyclical slowdown in the local economy are likely 
to remain in abeyance. This contrasts with many previous cyclical recoveries in Taiwan 
where a recovery in exports and an improvement in the external account were generally 
swiftly followed by double-digit rates of inflation. 


FORECAST: In February 1980, Taiwan's membership of the International Monetary Fund 
was terminated. This coincided with the People's Republic of China's entry to the Fund. 
The termination of Taiwan's membership of the International Monetary Fund may have 
encouraged domestic policy makers deliberately to try to enlarge their economy's 
holdings of International Reserves for prudential reasons. 


However, the large increase in Taiwan's current account and overall balance of 
payments surplus has threatened to precipitate a sharp increase in domestic monetary 
growth thereby risking higher inflation. The Taiwanese monetary authorities have sought 
to reduce this risk by offsetting the expansionary impact of rising International Reserves 
on the growth of the monetary base. By reducing its net credit to both the commercial 
banks and to the government, the Central Bank of China has hoped to restrict M2 growth 
to 15% in 1984. However this attempt to control the domestic money supply whilst 
simultaneously pegging the external value of the N.T. dollar places the Central Bank of 
China in the uneasy position of attempting to control both the quantity of money and its 
prices. One may therefore predict confidently that either the authorities will lose 
control of the quantity of money or that they will again be forced to adjust the external 
value of the exchange rate. 


To the extent that the Taiwanese authorities allow - or, as now, are obliged to 
accept - above "target" monetary growth the likelihood of a large adjustment in the 
external value of the N.T. dollar over the short to medium term is reduced. However, we 
have argued above that the comparatively rapid rates of monetary growth recorded over 
the last two to three years need not necessarily be associated with a strong rise in 
inflation. Thus, at present rates of monetary growth, the Central Bank of China's 
measures to offset the expansionary monetary impact of Taiwan's huge current account 
surpluses are likely to be moderately successful in maintaining Taiwan's trade 
competitiveness. However, this implies that the Central Bank of China's problems in 
restraining domestic monetary growth are likely to multiply: if, as is likely, the world 
economy continues firm during 1985 Taiwan's current account surplus will expand further 
thereby creating additional upward pressure on domestic monetary growth. If the 
Taiwanese authorities are serious in their stated policy to restrict inflation any further 
rise in Taiwan's current account surplus is likely ultimately to be associated with a 
substantial revaluation of the N.T. dollar. 
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THAILAND 
DEVALUATION PAVES THE WAY FOR MORE RAPID MONEY GROWTH 


On November 2nd the Finance Ministry of Thailand announced a 14.8% devaluation 
of the Thai Baht and a move to a more flexible exchange rate regime, ending a period of 
over three years during which the Baht had been rigidly pegged to the US dollar, at a rate 
of US$1 = Baht 23. At the opening of trading on Monday, November 5 the Baht was 
pegged at a rate of USS! = Baht 27, but has since fluctuated in a narrow range between 
et = Baht 26.80 and USS1 = Baht 27.02. The Bank of Thailand has stated that it is now 
linking the Baht to a basket of currencies comprising the US dollar, yen, Deutschemark, 
sterling and the Malaysian, Hong Kong and Singapore dollars, but will allow the value of 
the Thai currency to vary against this basket in so far as is warranted or made necessary 
by domestic economic or international financial considerations. 


The devaluation, which was the largest in Thai financial history, came as a 
complete shock to the political, military and financial communities in Thailand, where 
the exchange rate is a highly sensitive political issue that has usually been considered an 
object, rather than an instrument, of monetary policy. Consequently, it was not 
surprising that the devaluation, which followed the controversial replacement of Nukul 
Prachuabmoh by Kamchorn Sathiraku! as head of the Central Bank in September, 
provoked strong criticism from both the political opposition and the military, and 
threatened for a while to plunge the country into a political crisis. Largely to deflect 
criticism that the devaluation will lead to a sharp rise in prices, the government has 
taken various measures, such as subsidizing domestic oil prices and cutting import taxes, 
in an attempt to reduce the immediate impact of the devaluation on domestic price 
levels. 


An AMM article in April (AMM Vol. 8 No. 2) pointed out that the combination of 
monetary arrangements in existence at that time - credit controls, interest rate ceilings 
and a fixed exchange rate - was unsustainable, particularly in an economy exposed to 
large and variable international capital movements, and that eventually the Thai 
authorities would be under pressure to either introduce controls on foreign exchange 
flows or move in the other direction, removing controls and floating the exchange rate. 


In the event it is clear that, whether by accident or design, they have taken the 
second option, moving to a regime which gives the Central Bank greater flexibility to 
control money growth. The 18% per annum ceiling on the growth rate of commercial 
bank credit was removed in August, having been previously somewhat de-emphasised in 
June, when the Bank of Thailand adopted a more flexible approach to the implementation 
of credit controls. Furthermore, interest rates have tended to become less 'sticky' as the 
psychology in Thai banking and financial management has been changing to one of more 
flexibility to adapt to the volatile world environment. Commercial banks have actively 
discouraged the bunching of deposits in maturities of one or two years (making it easier 
for them to lower interest rates without a squeeze on margins) and the Finance Ministry's 
move, in March, to equalise the interest rate ceiling on all deposits of between three 
months and two years maturity has helped in this respect (AMM Vol. 8 No. 2). The 
introduction of greater flexibility in exchange rate management could therefore be seen 
as a further step which could, potentially, go some way to freeing the Thai economy from 
the influence of the world financial environment and, particularly, US financial policy. 


. 
However, in practice it remains to be seen how flexible the new exchange rate 


regime will prove to be. Although the Baht is now linked to a basket of seven currencies 
including the US dollar, it must be noted that one of those currencies - the Hong Kong. 
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dollar - is effectively pegged to the US unit and two of them - the Singapore and 
Malaysian dollars - are managed in a very narrow range against it. Furthermore, the 
weighting given to sterling in the basket is likely to be very low, as the United Kingdom 
is not a major trading partner of Thailand (Sterling is not a component of AMM's real 
effective exchange rate index for the Thai Baht). Japan is Thailand's major trading 
partner and hence the yen is likely to be accorded a high weight in the index. However, 
although free-floating, over the last two years the yen has also tended to move ina 
narrow range against the US dollar. 


The result is that under the new regime the Baht is likely to trade in a narrow 
range against the US dollar except in so far as the Bank of Thailand exercises discretion 
to vary the Baht's value against the basket. It seems likely that, at least in the early 
period of operation of the new scheme and given the political constraints, such discretion 
as is exercised by the Bank of Thailand in managing the Baht's value will be aimed in the 
direction of narrowing further its trading range against the US dollar. 


Nevertheless, the introduction of greater exchange rate flexibility will be a further 
element tending to weaken the linkages between monetary conditions in Thailand and 
overseas, particularly US, interest rates. The chain of causation running from, firstly, 
US interest rates and the interest rate differential between the US and Thailand through 
the links between interest rate differentials and private net foreign borrowing, private 
net foreign borrowing and the balance of payments, to money growth (illustrated in 
Charts 1, 2 and 3) has been used extensively in past issues of AMM to analyse monetary 
conditions in Thailand. The links in the chain have now been weakened at every stage of 
the process by, firstly, the gradual tendency for interest rates in Thailand to become 
slightly less rigid, secondly the emerging trend, evident over the past year, for large 
borrowers to borrow in currencies other than the US dollar and, now, the introduction of 
some exchange rate risk for potential overseas borrowers, and, thirdly, the perhaps 
marginal reduction in the necessity of the Bank of Thailand standing ready to defend any 
given exchange rate for the Baht. 


Nevertheless, the new exchange rate regime in Thailand is far from a free float and 
hence the balance of payments position is likely to remain the critical determinant of the 
trend in money growth. The recent devaluation should therefore be seen in this light, the 
obvious conclusion to be drawn being that the devaluation should lead to a period of more 
rapid money growth. 


The reason for the Baht devaluation was to eliminate the supposed over-valuation 
of the Thai currency and thus help to correct the burgeoning trade deficit. In fact 
although the Baht, having been fixed to the US dollar, has appreciated enormously 
against most world currencies over the last three years it does not appear to have been 
overvalued on either a purchasing power parity or real effective exchange rate (Chart 4) 
basis before the devaluation. Nevertheless, it cannot be denied that the relative strength 
of the Baht, when taken together with very weak prices for agricultural products, has 
posed serious problems for the agricultural sector. The timing of the devaluation is 
supposed to be appropriate to benefit the farming community in that it was instituted 
just before the December to March annual export crop season. 


The timing of the devaluation was certainly 'good' in so far as the move was taken 
when there was a complete absence of speculative pressure against the Baht. If the 
authorities had devalued early in the year, when the Baht was under intense speculative 
pressure, then the management of the new exchange rate regime would have been made 
that much more difficult. However, the question of whether or not the decision to 
devalue was 'right' or 'wrong' will probably only be answerable fully with the benefit of 
hindsight. Much obviously depends upon developments in the US economy and the 
behaviour of the US dollar. In this respect, it was odd that the Thai authorities took the 
decision to devalue at a time when the dollar was weakening and US interest rates were 
trending downwards. 
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THAILAND 
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THAILAND 
CHART 3: THE BALANCE OF PAYMENTS AND MONEY GROWTH 
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Our view had been (AMM Vol. 8 No. 3) that it would be wrong for the Bank of 
Thailand to devalue while money growth remained high. Money growth did fall markedly 
between July 1983 and May 1984 when the year-on-year rate of M2 growth fell from 
26.6% to 17.5% and M1 growth fell from 10.0% to - 2.2%. However, the important part 
of the decline in monetary growth occurred between January and March when the year- 
on-year rate of growth of the monetary base plummeted from 19.8% to 6.2%. The 
monetary base had soared in January as a result of heavy overseas borrowings by 
commercial banks as they undertook to fund surging domestic loan demand (January, 
when the year-on-year rate of growth of total commercial bank lending reached 36.2%, 
proved to be the peak in loan demand). Then, during the next two months the monetary 
base collapsed, falling by Baht 8.5 bn, or by 10.2%, in absolute terms by the end of 
March. 


The very large fall in the monetary base was entirely the result of a Bank of 
Thailand measure which reduced the amount of Government Bonds that commercial 
banks can use in the repurchase market. Commercial Banks must hold the equivalent of 
16% of total deposits in government bonds if they want to be allowed to open new 
branches. At the end of December, in one of a series of measures taken with a view to 
bringing money growth under control (see AMM Vol. 8 No. 2), the Bank of Thailand 
lowered the proportion that can be used in the repurchase market from 6% to 2%, thus 
effectively raising the permanent minimum of bonds on the commercial banks' books 
from 10% to 14% of total deposits. This effective increase in the commercial banks' 
demand for government debt was met almost entirely by the Bank of Thailand, through 
sales from its own portfolio. Thus, between January and March, commercial banks' total 
holdings of Government Bonds and Treasury Bills rose from Baht 50.9 bn to Baht 64.7 bn, 
or a rise of Baht 13.8 bn, while the Bank of Thailand's holdings of government debt fell by 
Baht 11.8 bn. This fall in the Bank of Thailand's net claims on the Government (on the 
assets side of its balance sheet) thus more than explained the fall in the monetary base 
(on the liabilities side) over the two month period. 


The fall in the monetary base, being the result of a change in legislation, was 
therefore somewhat ‘one-off' in nature, which leads to the conclusion that the sharp fall 
in monetary growth to May may not necessarily be indicative of a trend. In fact, as 
stated earlier, the actual future course of monetary growth in Thailand will still depend 
to a large degree upon developments in the U.S. In this respect it seems likely that, 
given the very low rate of money growth, year-on-year, in the US, there is further scope 
for declines in US interest rates, and money growth there is more likely to rise than fall 
from current levels. If this were the case the rise in US money growth would tend to 
transmit itself to the Thai economy through the capital account of the balance of 
payments. The precedent for this in Thailand is the post-devaluation period from July 
1981 to July 1983 when Thai money growth rose sharply following firstly, the July 1981 
8.7% devaluation of the Baht, and secondly, the downward trend in US interest rates 
from mid-1981 to mid-1983 accompanied by a strong pick-up in US money growth from 
mid-1982. : 


It is true that if such an international environment was to develop again then this 
time around Thai domestic interest rates should be quicker to fall, hence discouraging a 
large and prolonged capital inflow. But against this must be set the fact that the 
interest rate differential versus the US is now much more in Thailand's favour than at the 
time of the 1981 devaluation (see Chart 1) and hence the initial capital inflow could well 
be much greater than it was then. Although, in the event of a large capital inflow the 
Bank of Thailand now have the option of appreciating the exchange rate, this policy 
carries a risk - namely that if they do not allow the exchange rate to rise quickly enough, 
capital inflows could be further encouraged by the prospect of an exchange rate gain. 
(This was the basic problem faced by the Australian authorities, who operated a heavily 
managed exchange rate regime before December 1983 (see AMM Vol. 7 No. 6).) 
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FORECAST: The conclusion must be that the recent devaluation of the Baht has paved 
the way for a return to rapid money growth in Thailand. It is interesting to note that, 
perhaps surprisingly, the balance of payments background was healthier over the first 
three quarters of this year than it was for the three quarters which preceded the July 
1981 devaluation, a much smaller devaluation which helped lead to a surge in the money 
growth rate. For the period between the fourth quarter of 1980 and second quarter of 
1981 the Thai trade account was in deficit by Baht 49 billion and the overall balance in 
deficit by Baht 14 billion. For the first three quarters of this year the trade deficit was 
of similar magnitude - Baht 52 billion - but the overall balance was in surplus by over 
Baht 4 billion. The balance of payments surplus was attributable to a high level of 
private net foreign borrowing in the second quarter as a result of greater (with hindsight, 
misplaced) confidence in the exchange rate, the controls on domestic credit expansion 
and the imminent (at the end of June) termination of exemption from withholding tax for 
foreign borrowings of over two years maturity (see Chart 2 and AMM Vol. 8 No. 2). 
Although these factors do not now apply as influences on private capital movements, 
there is little reason to expect the trend to change in the wake of the devaluation and 
given the relatively high level of interest rates still in effect in Thailand. 


The international monetary environment now appears equally as conducive to high 
money growth in Thailand as it did in mid-1981 and the prospects for the world economy 
(e.g. the outlook for commodity prices) appear perhaps more favourable for Thailand's 
trade position than they did then. The main foreseeable factors which could negate a 
forecast of more rapid money growth in Thailand following the devaluation would be a 
tightening of US monetary policy or further rises in the US dollar exchange rate. 
However, neither of these seem likely developments at the present time. 
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